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PREFACE 


A knowledge of accounting is essential to all who wish to understand 
our modem economic system. Its usefulness is not resmcted to practic- 
ing accoimtants. hut extends to responsible men engaged in all fields of 
business and public acti^*it^^ The gi’owing complexity of business and 
economic problems has made an appreciation of accoimting principles 
more necessaiy than ever before. The study of accounting should enable 
college and university* students to undei'stand better not only our modem 
economic society but also their relation to that society. 

hlany of the factors underlying prenous editions are still valid and 
are maintained for tlie present edition. This new edition is planned to 
serve four groups: (1) those who expect to continue the study of accoimt- 
ing and to practice it as public or private accoimtants: (2) those who 
expect to enter business activity and wish a better imderstanding of 
accoimting as a tool of business; (3) those who are interested in economics 
and who seek a sounder understanding through a study of accounting; 
(4) those who antidpate enteiing otlier professions and need accoimting 
to measiue their financial progress in professional practice. It is not 
expected that one course in accounting will give a complete training for 
the practice of accoimtancy. Rather, it is expected that a study of this 
book will give students a broad appreciation of the services that accoimt- 
ing is equipped to render to the business world and to economic society. 

The continued use of the four previous editions throughout the country 
gives evidence of the efiectiveness of this book as a means of introducing 
students to accoimting. Care has been taken to retain in this revision 
all the best features of the previous editions. Among these should be 
noted: (1) the position that accounting and economics are fundamental 
studies of modem society*; the emphasis on a comprehensive under- 
standing of accounting practices; (3) the recognition of accoimting as a 
business function serviceable to management within the business and to 
owners, ci*editors, and others witliout. In developing the subject, the 
following methods have been retained: a logical development of subject 
mattei*, a realism in the illustrative mateiial, the inclusion of thought- 
provoking questions and problems, and a time-saving technique in 
iHustrations. 

Problems included at the end of each chapter represent a recommended 
quota for the coverage class. Supplementary problems for each chapter 
are given at the back of the book. These supplementary problems may 
be used when laboratory work in addition to that given at the end of ■ 
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MEANING AND PURPOSE OF ACCOUNTING 

STUDY OF Accounting principles ai'e concerned wtli 

ACCOUNTING business transactions and their effect on the 

units that compose economic society. These units include business 
units, where accomiting practice is most fully developed; political 
units, such as cities and school districts; consumer units, probabl)’- the 
most numerous group; and other social miits, such as clubs, hospitals, 
and churches, "^^^lile emphasis will be placed in this text on accounting 
principles applied to business, the student should realize that account- 
ing principles may be applied to each miit in economic societs’'. 

A business transaction is an exchange at a price of goods or services. 
Modern living is characterized by a maze of such transactions. A 
package of gum at 5 cents and a bus fai'e at 10 cents, as well as a pur- 
chase of a new home at $10,000, illustrate the variety and diversity 
that ai'e found in business transactions. 

Fi’om the standpoint of the buyer the study 'of a business trans- 
action does not end rvith the exchange or purchase. The goods or the 
services of the transaction become the property of the buj^-er. Account- 
ing follows these goods until they ai’e used or exchanged. 

Accounting always applies to a miit. It cannot be spread over a 
gi'oup of units. It is a particular’ automobile manufacturer, not the 
automobile industr}’-, that has transactions to be accounted for. Each 
business enterprise has its ovm business transactions and its orvn 
accounting. 

As a stud}’’, accomiting is never-ending. Capable scholar’s devote 
their lives and their intellectual energies to analyzing its phenomena. 
Experienced professional accountants contribute their best thinldng to 
the satisfactory solution of accormting problems. Periodic meetings of 
national accounting organizations discuss the pros and cons of various 
accounting practices. 

PROPERTY AND The use of properti?- is essential to the conduct 

BUSINESS OPERATIONS business. A place for the business must be 

provided in a building that is omied or rented; equipment adapted to 
the actmties of the business must be ovmed or leased; if goods ai’e sold, 
thej’’ must be pm’chased or manufactured and kept in stock prior to 
sale; if services ai’e rendered, the equipment and supplies used in 



s 


accounting winqples 


lCh.1 


rcndenng the services must be available for use ^Mierever there is 
business, p-oportv is found 

Through the sale of commodities or services, business operations 
produce funds that mav be used to purchase additional propcrt> as the 
business expands These funds constitute an imporUint clement in the 
total propert} of the business If a business is conducted in such a way 
that its total property increases the business is said to be successful. 
In contrast, if its operations result in a decrease m its propertv, the 
basiness is considered to be unsuccessful 

An automobile-manufacturing business that grew from a one-man 
shop in the back lot of a Detroit residence to a huge corporation em- 
plojing hundreds of thousands of people not onl> in this countrj but 
a!'^ in other nations of the world is an example of successful business 
operations and the accampan>ing increase in property A fi\e-and- 
ten-ccnt business that grew from a small store m a small town in 
Pennsjhania to a world wide cntcrpnse with departmentalized stores 
in e^cr) largo cit-v is another instance of expansion in business and 
property Mo-st businesses with largo investments m propcrtj at the 
present time (logan >ears ago as small enterprises with but little 
pro pert} 

The propcrt) of a business is used in carrjing on business activities 
with the purpose of increasing the amount of that propcrt} Ordi- 
rani} this is accomplished by the production of comm^itics or services 
thatsati^v the wants of others As these products or sen ices are sold, 
the busmens purchases other products or scrvaces that it ma} use m the 
production of still more products and services for sale This c} cle of 
purchasing and selling products and services by business enterprises 
constitutes the institution known as business 


transactions and 

ACCOUNTING VALUES 


Business transactions are the raw materials 
of accounting Transactions are also evidence 


of busine-vsactivTt} andlife \\Tien business isdull or slo v, the number 


of transactions has decreased, vhen businei.s is keen and active, the 
number of transactions has increased Without transactions there 


would be no accounting, there would be no business 


The business traasaction sets the amounting value This value is 
the pnee agreed upon betv een the bu}cr and the seller in the trans- 
action; it measure^ the amount shown on the accounting record For 
example, if a building is purchased bj a basine:>sman for §50,000, that 
amount l» as^d in the accounting reco-rls The seller ma> have held 
the building at §C0,000 up to the tune of sale, the bu}er ma} have 
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planned to pay $40,000 for it; the building may have been assessed at 
$35,000; and anothei' buj’-er maj* have offered the pm-chaser $75,000 
for it the da^’’ after he bought it. These values have no effect on the 
accounting records. The ti'ansaction price, $50,000, sets the value of 
the building in the accounting records of the pui-chaser. 

If tlie pm’cliaser sliould decide that it is better for him to sell the 
building at $75,000 to the iiev* bu 5 ^er tlian to use it himself, then there 
is a new transaction that sets a new accountmg value for the new bu 3 *er. 
The building niaj’’ appear- on the accountmg records of the new buj’er 
at $75,000 because that is the price he paid for it. 

Or, assume the purcliase in 1935 of 1,000 sliares of stock at $8 and 
the pm-cliase in 1945 of 1,000 shares of the same stock at $42. On the 
accountmg summai-j’ of December 31, 1948, the 2,000 shai-es would be 
sliovm at the actual cost value of $50,000 ($8,000 +$42,000). It is true 
that the 2,000 sliares could hai’e been pm-chased in 1935 for $16,000 
and that tlie}’’ would have cost $84,000 if they were pm-chased in 1945; 
nevertheless, the amomits actuallj* paid ai-e the imlues used in the 
accomitmg records. 

It is onlj’- by recordhig tlie prices of the actual ti-ansactions of the 
owner that accomiting records can have satisfactory* stability. In this 
way’’ a ti'ue record of his ti-ansactions and the effect of his ti-ansactions 
on liis financial condition ai-e obtained. 


RELATION OF Economics and accomiting ti-eat of similar 

^CCOUNTING^ subject matter. Both are concerned with 

property* and with human actirtties relating 
to the production, exdiange, and consumption of this property^ It is 
the point of rtew that differentiates one from the other. Economics 
ti-eats of wealth in its relation to society*, or the mass of o’wners. Ac- 
comituig considers the interest of each owner or group of owners in 
wealth and the way* in which each owner or gi-oup manages property^. 
Economics considers the value of tliis property as a whole as belonging 
to society; accoimting attempts to measiue the interest of each in- 
dmdual in the same property. 

The economic organization of om- present sy*stem of society* is based 
largely* on tlie pi-rimte ownei-ship of property. The property* used in 
bushiess operations is owned by individuals or gi-oups of individuals 
who can-y* on business activities for gain or profit. 

Because of the individual point of view that chai-acterizes account- 
ing, the amount that one person owes is considered to be property of 
the same amomit in the records of the pei-son to whom the debt is owed. 
Such amounts may’’ be designated as payaUes and receivables respec- 
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tuch All the pa>ablcs in soaet> as a whole must cxactlj equal the 
recei\ahlos for whatever is pajablc bj one is receisable in like amount 
b\ another From the point of Mew of economics and societj , recou 
ables are not wealth for lhe> arc offset b> a like amount of pa>ablcs 
From the point of mow of accounting howeser the reccisable of one 
business ls the property of that business and therefore constitutes 
wealth in the calculation of the proprietorship of that business 

Lconomics treats of society as a whole of wealth in general, of the 
wants of pt'opic and of the satisfaction of those wants by the same 
ptopit Accounting sots up mdisidual units the property of each unit, 
the requirements of each unit and the productive accomplishments of 
each unit 


RELATION OF LAW, WTnle accounting is most closely related to 
ADMINISTRATION oconomics it has many points in common 

TO ACCOUNTING With law With cngineonng and with public 

ae/ministntion UTionover any of these fields have basmess relation- 
ships or operate in the field of business transactions accounting is 
involved 

In corporations law and accounting are closely related Corpora 
tion lav md corporation accounting are essential studies of this 
dominant organization in business activity It is difiicult to have a 
sal^factorv understanding of the corporation and its place in modem 
economic socictv without an appreciation of corporation accounting 
Koih accounting and law treat of property and property rights 

I ngineonng involves costs of construction and costs of operation 
ThcM? costs arise in business transactions Engineering is therefore 
rehted to general accounting and in particular to cost accounting 
Engineering projects are earned out by many and \aned business 
transactions that need to be accounted for currently 

Public adrmnistntion like basmess administration is concerned 
V ith transactions and their effect on properties and property rights 
The properties o( citvcs and tbc operations ot city Tnanagers Tmist be 
accounted for if the quality of the city administration is to be known 
Accounting tan measure public administration as well as basmess 
administration 


of”c«5Umta!<cy Ju'itasamanmaj dciotchish/etolau orto 
medicine, SO he may devote It to accounting 

\\ hen he m-^kes his life wo'-I the improvement of accounting service, 
he IS trulv a professional man Such identification of human interest 
with accounting is Inowm as the profession of accountancy. 
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If the accountant serves as chief accountant or controller of a going 
business, he is sometimes said to be engaged in private accounting. 
In this case his seiudces ai*e rendered entirely to one business miit 
except insofai' as he may belong to associations of accountants or 
controllers that seek to improve the practice of accountanc3^ There 
ai’e a number of national organizations of private accoimtaiits that 
seek to raise the level of accountuig seiunce through periodic meetings 
and publications. 

When an accountant sets up liis ovm office and accepts clients, he 
is said to be engaged in public accoiinting. Because of the importance 
of the work performed bj^ the public accomitant and because of the 
confidential relation he bears to his clients, it has long been regarded 
desirable to have some means bjr which the business public can judge 
his ability. To accomplish this, laws pro\nding for the examination 
and the certification of public accountants have been passed in all the 
states of the Union. In each state there is a board of examiners that 
commonlj’' gives a public examination tudce a j’^eai' to those who complj'- 
with the requirements mentioned below. Those who make a satis- 
factory grade on these examinations and who have met specified 
requirements in relation to experience ai-e granted a certificate that 
gives them a right to the title of Certified Public Accountant. The 
accountant usuallj’’ indicates this title bj’’ uniting after his name the 
letters G.P.A. The state laws prohibit anj’’ one from calling himself a 
certified public accountant imless he has passed the examination and 
has been in public accounting practice for the period of time prescribed 
by the state. 

The qualifications required for the G.P.A. certificate differ in the 
vai'ious states. In most states the applicant must be a high-school 
gi'aduate, or have equivalent education, and must have had three 
j^eai-s’ experience in accoimting work. In New York, the leading 
G.P.A. state, the applicant must be a gi-aduate of a collegiate school of 
business in addition to hamng the experience requirement. The natiue 
of the experience differs among the states. Some states require that 
the experience all be acquired in the office of a public accountant, 
while other states accept accoimting work in a private business in 
pai'tial fulfillment. Reference must be made to the laws of each pai*- 
ticular state for details. 

PURPOSE OF The primaiy piupose of accounting is to 

ACCOUNTING provide information concerning property and 

the rights to property and to show how property and the rights to it 
have been affected by business operations. 
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The functions of accounting are 

(1) To record analjze and classifj fnancjal actnities 

(2) To surrranze the results of these actniUes for each business enter 
pnze 

Peconling reduces to writing the actuities of a business In re- 
cording onl\ the financial actintics should be included, and theu- 
inclusion should be accomplished in the most efTcctite manner Ac 
counting gites consideration to that manner of recording which m 
V oh cs the least labor 

Anahsis and classification suggest orderly procedure Accounting 
seeks to arrange under predetermined classes the mass of events that 
occur daily in business In thi> way the records are more easily inter 
preted and understood Furthermore th records are justified only 
so far as they are useful to those who have need to use them Classifica 
Hon then should be based on the expcnence of those businessmen 
«ho throughout the vears have had occasion to determine action or 
base policies on such information 

The masses of data classified as mentioned above become more 
useful when summarized It is not the single business act but the sum 
of all the opcraiun'. of a dav a week a month or a year that has the 
greatest significance It is the total of manv transactions properly 
classified that has the utility desired So accounting summarizes at 
intervals the operations and the effects of the«e operations on property 
and on nchts to propertv Some summaries must be made frequently , 
olhcRs only occasionalh For example it may be desirable to know 
daiU the ^ummarv of transactions affecting cash while it mav be 
necessan tolmow only annuallv the summary of transactions affecting 
buildin 's 


ACCOUNTING 

STATEMENTS 


There are two pnncipal accounting sum- 
maries the first lists the kinds and amounts 


of property together with the ov nership nghts m this property , the 
second reports thf* effects of the operations by the owners or their 


agents on the owners equity or right in this property The first of 
thc'a' summaries is know n as the balance sheet, it shov s the property of 
the bu'irc-ss together with the rights of the creditors and of the 


proprietor in the property The 'oconcl summary ls knov’m as the 
pToJit and loss statement it lists the income and the costs of operation 
for the period which result in an jnereav or a decrease in proprietor- 
ship The balarce sheet pves a picture of financial condition at a giv en 
moment the profit and loss statement covers the T>enod between two 
balance sheets. 
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Fi'om an accounting point of xiev:, the life of any business enter- 
prise is a succession of balance sheets, usually prepai'ed annually and 
tied together by profit and loss statements, each covering one year, 
"^fiien statements are prepai'ed annually, the profit and loss statement 
covere tlie yeai' beginning irith the previous balance slieet and ending 
viith tlie date of the present balance sheet. If the life of a business 
entei’prise is represented by a line stai-ting at point X and moving 
toward the right, accounting statements may be diagrammed as 
follows; 

Balance Sheet 

X Dec. 31, 1949 


— — 

Balance Slieet 

Dec. 31. 194S 

Balance 
Dec. 31 

Sheer 
, 1947 


Balance 
Dec, 3] 

^ 

2 Sheer 

L, 1946 

Profit and Loss 
Statement 

Profit and Loss 
Statement 

Profit and Loss 
Statement 

Profit and Loss 
Statement 

lor 1946 

for 1947 

for 194S 

for 1949 


PROPERTY AND The property owned by a business and used 

PROPERTY RIGHTS operation of that business is called 

ossffs. The right or interest of the proprietor in the assets of the 
business is called his proprietorship, capital, or vet irorth. If there are 
no claims against the assets, other than that of the proprietor, the 
relationsliip of the proprietor to the a^ets is expressed by the follow- 
ing equation: 

Assets = Proprietorship 


For example, Frank Ford has SS.OOO in cash that he decides to use 
in the operation of a grocer}' store. His assets and his proprietorship 
are shown by tlie equation: 

C.4SH $S,000=Fraxk;Ford SS.OOO 

Ford pa}*s $4,500 for merchandise and $2,000 for store equipment. 
These purchases decrease his asset cash $6,500 but give him two new 
assets, merchandise and store equipment. The equation that shovre 
the asets and the rights to the assets is: 
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AiffiFTS - PnorniETORsmr 


Cash 

51,600 Frank Ford 

$8,000 

Mprchnndiso 

4,500 


Storp f^quipmcnt 

2,000 



$8,000 

$8,000 


The nature o( Ford’s property has changed as a result of his pur- 
chases, for non he has only $1,500 in cash, hut he has merchandise and 
store equipment valued at $6,500 The two transactions given above 
change the nature of the assets but do not change the total value of the 
assets. 

^^any basmossmon find that, in order to conduct their businesses 
satisfactonly, they need property m addition to that provided by 
their onn proprietorship Tliey can obtain the use of additional 
properly in cither of two \\a>s. (1) they can borrow money and use 
it to purchase assets or (2) they can purchase property on account, 
that IS, thc\ can procure the property by gmng a promise to pay 
at some future date 

Tho-se from whom businessmen borrow or purchase on account are 
known as creditors. The creditors of a business have a claim on the 
property of that business until the proprietor pays them in accordance 
with tlicir agreement The rights of the creditors m the assets of a 
business are known as the liabilities of the business. 

If Ford, who.se financial condition has just been illustrated, pur- 
chases $1,500 of merchandise from Carl Hay and promises to pay for it 
later, he increases the total of his assets $1,500 by the acquisition of the 
merchandise. At the same time he grants a claim against his assets, 
for Carl Hay now has a right to the amount of $1,500 in these assets; 
cou'cquently, a liahility of $1,500 is created by this purchase. Thc.se 
facts are shown by the following equation: 

A*-?rTS - tiADiLiTins -f- rnoimiETonsHiP 


Cash 

$1,500 Car! Hay 

$1,500 Frank Ford 

$8,000 

MprcIiandL"<! 

0,000 

Store Ktimpment 

2,000 




$9,500 « 

$1,500 + 

$8,000 


As he would use all his cash if he paid Hay for the total amount 
of the purcha«;e, Ford decides to pay only $500 in cash on account. The 
following equation shows this $500 decrease in the assets and the 
liabilities: 
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Assets = Liabilities + Proprietorship 

Cash $1,000 Carl Hay $1,000 Frank Ford... $8,000 

Merchandise. . , . 6,000 

Store Equipment 2,000 

$9,000 = $1,000 + $8,000 

CHANGES IN The primary objective of the proprietor of a 

PROPRIETORSHIP AS A r o i 

RESULT OF BUSINESS business is to increase his proprietorship by 

OPERATIONS earning a profit. This may be accomplished 

by selling commodities or services at a price above cost and by keeping 

the expenses of operating the business at an amount that is less than 

the difference between the sales price and the cost. For instance, Ford 

sells for $8,000 the merchandise that cost him $6,000. If his operating 

expenses are less than $2,000, which is the margin on sales, he has 

earned a profit. If his expenses exceed $2,000, he has incurred a loss. 

If Ford sells for $8,000 the merchandise that cost him $6,000 and 
has operating expenses amounting to $1,600, he has realized a profit of 
$400. This profit is shown in the equation by an increase of $400 in his 
assets and an increase of the same amount in his proprietorship. His 
liabilities are not affected by these transactions. 

After these transactions have been completed. Ford no longer has 
merchandise valued at $6,000. Instead, he has additional cash of 
$6,400, the amount he received for the merchandise ($8,000) less his 
operating expenses that he paid for in cash ($1,600). The total value 
of his property is now $9,400, which represents an increase of $400. 
Since the amount of his liability remains $1,000, his proprietorship is 
represented by the difference between the assets and the liabilities, or 
$8,400, which is an increase of $400. The equation is now as follows: 

Assets = Liabilities + Proprietorship 

Cash $7,400 Carl Hay $1,000 Frank Ford .... $8,400 

Store Equipment 2,000 

$9,400 = $1,000 + $8,400 

In the preceding example, if Ford had been unable to keep his 
operating expenses low enough to be absorbed by the mai’gin between 
the cost of the merchandise and the sales price, he would have incurred 
a loss. For instance, if Ford had paid out in cash operating costs 
amounting to $2,500, both his assets and his proprietorship would have 
been reduced $500. In other words, the expenses of operating the 
business would have exhausted the $2,000 mai’gin and Ford’s cash 
would have been $1,000— $2,500 +$8,000, or $6,500, an increase of 
$5,500. His merchandise, however, would have decreased $6,000. 
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^incc his propri'^torship and his liabilities would ha^e equaled his total 
asjct*! his financial condition expressed in equation form would ha\e 
been as follows 

A^srrs = LiADiuncs + PpOPRiEToasnip 

Ca-h 500 Ca I Ha> $1 OOO Frank Ford $7 500 

Sto e Equipment 2 000 _____ 

?8 500 *=» SI 000 + $7 500 


It can be seen that if a businessman is to make a profit he must 
keep the operating eTpen«es of hu busme&> down to an amount that 
IS lo 'cr than the margin between the cost of the merchandise and the 
sales price 


NEED FOR BUSINESS If the propnetor is to conduct his business 

RECORDS jjj gygjj ^ manner that his proprietorship will 

bo increased and if he is to make satiifactoo decisions with regard to 
future operations he must know the clTcct of hi» business transactions 
on his ai'Cts liabilities and proprietorship 

If he is considering the <ieiirabilit> of emplo>ing additional sales 
clerks ho should consider the results obtained from the employment of 
his pre<5cnt clerks and should lr> to judge from this exponenco what 
probable results will be obtained from cmplo>ing additional clerks 
If he IS considering the purchase of additional equipment or additional 
store space he should give careful attention to the results obtained 
from the present equipment and space If he thinks the additional 
clerks and store facilities will increase his sales and his proprietor 
ship he m3> decide to procure them 

If the proprietor is contemplating th^* purchase of additional 
proport} b\ increasing his liabilities he must consider (1) whether his 
past expcnence indicates that this propert} can be used profitabl}, 
that whether it can lx? used so that it will result in an increase m 
propnetorship and (2) whether he will be able to pay his creditors in 
accortiancc K^th the tenns under i htch be can obtain the property 
from them Creditors wall usuall} accept onh cash in pa}'mcnt of their 
claims If the propnetor invests too much of his propert} in land 
buildings equipmf’nf and other assets of a 'imilar nature he ma} be 
unable to obtain t e cash needed to pa\ hia creditors at the proper 
time He must ha\ c information that will show him the amount of his 
liabilities and he must know whether he wall have the cash to pay them 
when the> arc l o 

There are pc x)as other than the propnetor who are interested m 
the operations of the business and who are entitled to information 
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about these operations. If tiie proprietor wishes to borrow money 
from a bank, tlie officers of the bank maj* require him to give informa- 
tion that will enable them to judge his abilitj^ to repay the loan. This 
information will probably mclude the amounts and the natm*e of his 
assets and liabilities, tlie amounts of the profits earned in previoiK 
yeai'S, and a detailed explanation of how the profits were earned. If 
tlie profits were earned in the regulai' operation of the business, a much 
better condition might be mdicated than if thej* were unusual gains 
resulting from riansactions tliat might not occm* again. 

Creditors may also request similai* infonnation before they sell 
mercliandise on accomit to a business. The government may requh'e 
a statement sliowing the income of the busmess so that the income tax 
can be ascertamed and assessed. 

Obffiously, in conriollmg his business, the proprietor needs aU the 
infonnation that might be desired by anyone else: hence accounting 
records that meet the needs of the proprietor will ordinaiily meet the 
needs of ail otliers. The proprietor, however, frequently needs informa- 
tion about many details in wliich outsiders ai-e not interested. Statistics 
showing the amomits of different expenses, the cost of selling certain 
lands of merchandise, the ratio of retmaied goods to goods sold, and 
many similai' tiqies of information ai-e important to the proprietor but 
ai'e ordinai'ily not needed by others. In the following chapters atten- 
tion Mill be given primai'ily to the needs of the proprietor, but the needs 
of otlieis will not be ignored. 


RECORDS FOR Records ai'e often needed by those not en- 

giiged in business operations in the technical 
sense. For example, records are used by 
professional men and by those who have retii'ed from active pai'ticipa- 
tion in business. The physician, the lavwer, and the accountant must 
maintain records to show at least (1) the amoimts owed them by their 
clients so that they can take the necessan* steps to procm'e collection 
and (2) the amount of income earned so that they can make then- 
income tax retui'ns to the government. Gnvemmental units, such as 
cities and states, need information concerning past operations in 
planning their futm-e actfrdties. The same is ti-ue of lodges, clubs, and 
clnu'dies. Even* indiridual or organization that uses property in the 
conduct of operations should maintain a record of this property' and the 
effect of operations on the pi'operty. Emphasis will be placed primarily 
on the records needed by those carrring on commercial operations for 
profit, but much of this discusrion will be applicable to the needs of all 
those requiring the serrices of accounting records. 
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SPECIALIZED The accounting that has been referred to in 

ACCOUNTING FIELDS p-evious pages IS ‘sometimes called “general ' 
accounting It ha^ to do ^ ith the recording of transactions for a 
busirc-S 7 or other economic unit and the penodic preparation of state- 
ments from the-e records It p*x)\ides accounting information for 
management for creditors forthegoaemment andforan> others \\ ho 
ha\ e use for ‘:uch information 

In addition to general accounting a number of specialized 
accounting fields ha\ e de% eloped especiaH> dunng the past fiftj \ears 
Among these specialized fields attention ma> be gi\en bnefl) to the 
follouang 


\vdihng and tnTe^l\galtons represent a field of accounting actmty 
that renews independenth the general accounting Auditing is 
usuallj done b\ an independent accountant who examines records and 
reports and issuca a statement of opinion ngarding their accuracj, 
lo-’othe’- vnlh a report containing confidential advice to the manage 
raent 


Cost accmin'ing emphasizes accounting for costs particularly manu 
faclunng costs It stresses co>ts of products and processes rather than 
the propnctorship of the enterpase as a whole 

fneome tax accounting has been of great importance since the 
adoption of the Sixteenth Amendment to the Constitution m 1913 It 
insohes a knowledge of the latest decisions of income tax authorities 
and sc-eU to determine the correct amount of tax liability based on 
income As the amount to be raisc-d b'v income taxes increases the 
impclance of this field of accounting grows 

Accounhng sy ferns stress the construction of accounting record* for 
an\ particular enterprise or group of similar enterprises It scx?ks to 
m'lle more cfTicient thp mechanisms of recording and reporting in 
accounting for a specific business 

liudgelaTij accounting presents in account form the transactions 
planned for the coming penod and summanzc*s these transactions in 
accounting statements It deaL with contemplated rather than actual 
transactions 


Gormmrlal cccomtmj specializes m the transactions of political 
uniLs such as states and muniapalilie^ It seeks to prosnde useful 
accountir;; information sssth regard to the bin mess aspect of public ad 
ministration 
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QUESTIONS 

1. Name five different kinds of assets that each of the following uses: 
(a) a bank, (b) an airplane manufactm’er, (c) a university student, (d) 
the head of a household, (e) a city hospital. 

(1) Wliich of these users of property requires the greatest amount? 

(2) Which requires the least? 

2. Edward Brom purchased a house for $8,000. (a) Under what condi- 
tions would this ti'ansaction not affect the amount of his property or of 
his proprietorship? (b) Under what condition would this transaction 
affect the amount of his property without affecting the amount of his 
proprietorship? (c) Could it affect his proprietorship? 

3. Before Edwai'd Brown moved into the house that he had purchased, 
he received an offer of $10,000 in cash for it. He accepted the offer. How 
did this ti’ansaction affect the amount of (a) his propei’ty? (b) his pro- 
prietorship? 

4. Stanley Airci’aft Company is a manufacturer of airplanes, (a) Describe 
thi'ee transactions that will not affect the total amount of its propei’tj’' or 
of its proprietorship, (b) Desci’ibe tlmee transactions that will affect the 
amount of its property but not the amount of its proprietorship, (c) 
Desci’ibe tlu’ee ti’ansactions that will affect the amount of its property 
and of its proprietorship. 

5. “Transactions ai-e becoming more complicated because of sales and 
payroll taxes.” Do jmu agi’ee? Explain. 

t 

6. “The life of an economic unit is determined by its business transactions; 
everj'’ living economic unit is a pai’ty to transactions.” Is this true? 
Explain. 

7. Cai’l Snow’s proprietorship on May 1 is shown b 5 '‘ the first equation 
given below. On that day he pei’formed the ti’ansactions indicated by 
the additions to and the subtractions from the assets, the liabilities, and 
the proprietorship. State the ti’ansaction that gave rise to each equation. 

Store 

Cash + Merchandise + Fixtures = Liabilities + Proprietorship 


(a) 

$3,000 + 

+200 

$4,000 

+ 

$1,500 = 

-200 

$1,500 

+ 

$7,000 

(b) 

$3,200 + 

$4,000 

+1,000 

+ 

$1,300 = 

$1,500 

+1,000 

+ 

$7,000 


$3,200 + 

$6,000 

+ 

$1,800 = 

$2,500 

+ 

$7,000 
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Store 



Cash 

4. 

llEItCHASDISB 

+ 

FWTLRES 

«. Liabilities 

+ 

Proprietorship 


J3.200 

- 

$3 000 

+ 

51,300 

- $2,500 

+ 

$7,000 

(c) 

+i.cao 

-100 


-800 





+300 


n 300 

+ 

51.300 

+ 

51 300 

- $2,500 

+ 

$7,300 

(d) 

-1,000 





-1,000 




J3.300 

+ 

$4,200 

+ 

51,300 

o $1,500 


$7,300 

(e) 

+600 

-200 


-500 





-100 


?3 -00 

* 

53,700 

+ 

51 300 

= $1,500 

+ 

$7,200 

(f) 

-100 







-100 


53.600 

- 

53,700 

+ 

51 300 

$1 500 

+ 

$7,100 


8. Tho propn<.lor«hip of the cit> of EarU on Ma> I is shottn b> the first 
c<pjntion p\en below On that daj, the transactions indicated by the 
additions to and subtractions from the assets, the liabilities, and the 
proprietorship were performed Stale the transaction that gave rise to 
each equation 

Taxis 

ItrcEM 



Cash 

* 

ARl C 

+ 

nu>c 

+ 

Lasd 

■r 

Eqlii « Uab 

+ 

Prop 


$12 000 


5 9 000 

1- 

520 000 

+ 

5 

7.300 

+ 

511,000 

$ 

9,500 

+ 

550,000 

( 4 ) 

+ '•>000 


000 













$17,000 

T 

5 4 000 

* 

520 000 

+ 

$ 

7.500 

4- 

$11,000 > $ 

9,500 

+ 

530,000 

(b) 

+3,000 









-3,000 






$20,000 

4- 

5 4 000 

+ 

520 000 

+ 

5 

7.500 

+ 

$ 8,000 - $ 

9,500 

+ 

$50,000 

fc) 

-C 500 











•6,500 




513 500 


5 4.000 

- 

$20000 

+ 

5 

7 500 

+ 

$ s.ooo = 

' 5 

3,000 

+ 

530,000 

(d) 

+ 13 000 




- 10,000 


- 

1.000 






+2.000 


526 300 

+ 

5 4 000 

+ 

510,000 

+ 

5 

6.S00 


5 8 000 * 

■ $ 

3,000 

+ 

552.000 

(f) 



-L7.000 











+7,000 


526 500 

+ 

511 

+ 

510.000 

+ 

t 

6.500 

+ 

$ 8,000 - $ 

3,000 

+ 

559.000 


JII.WO + Jll.C'iO + 110,000 + S 6.500 + I 8,000 » $ 3,000 + JtS.OOO 


(0 
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PROBLEMS 

1. Matthew Moore, a student, sold magazine subsadptions and Clndstmas 
cards during the summer vacation. Record the following in tabular form 
similar to that used in Question 7 in this chapter. The headings to be 
used ai'e: 


Assets = Liabilities + Pkoprietorship 


Cash+Equip.+Auto = Century Publ. + Matthew Moore 

(a) Net worth at the beginning of summer consists of cash, $175; equip- 
ment (typewiter and desk), $100. 

(b) Received $600 cash in subscriptions, of which $450 is payable to the 
Century Publishing Company. 

(c) Received $1,000 cash in commissions on Christmas card sales. 

(d) Paid amount due Century Publishing Company in full. 

(e) Purchased for cash used car, $600. 

(f) Paid cash for room and board and other Imng expenses for the 
summer, $340. 

(g) Paid cash for miscellaneous e.xpenses, $125. 

2. 0. C. Invin prior to his father’s death had accumulated no assets. 
Record the follovdng ti’ansactions for six months in tabular form similar 
to that used in Question 7 in this chaptei’. The headings to be used are: 

Assets = Liabilities + Proprietorship 


Cash-f-Securitiesd-Auto-f-Home = N. A. Mtge. Co. -}- 0. C. Irvdn 

(a) Inherited $15,000 in cash. 

(b) Purchased securities for cash, $7,500. 

(c) Purchased a home for $15,000, gmng $5,000 cash and a mortgage 
payable to the N. A. Mortgage Company for $10,000. 

(d) Sold securities that cost $1,000 for $1,500 in cash. 

(e) Purchased an automobile for cash, $2,800. 

(f) Received cash for salary, $3,600 (increase proprietorship). 

(g) Paid cash to reduce the mortgage by $500 and for interest e.\pense, 
$300 (reduce proprietorship). 

(h) Paid cash for Imng expenses, $3,000. 

(i) Received cash for dividend income on securities, $200, 


Mr. Irwin’s proprietorship diming the si.x months increased $1,000 
because of: 

(1) Excess of salary over liring expenses and interest on the mortgage 
on his home. 

(2) Profit on sale of securities. 

(3) Income received as dmdends on securities. 

Determine tlie indhddual amounts that go to make up the $1,000 in- 
a'ease. 
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PURPOSE OF THE For the intelligent conduct of business 

BALANCE SHEET activity, the proprietor must know at appro- 

priate intervals the financial condition of his enterprise and the changes 
in the financial condition that have taken place. It would be ^nrtually 
impossible for him to obtain such information from a direct inspection 
of the accounting records. Since the accounting records must show the 
effect of each business transaction, they contain too much detail for a 
clear miderstanding of financial condition. 

The hundreds or thousands of business ti-ansactions performed by 
the business ai'e summarized, and the effect of all of them is shown as a 
total. These periodic summai-ies prepared annually, quai’terlj’', or 
monthlj^ pro^dde the proprietor and others wth information about the 
financial condition of the business. 

These periodic statements showing financial position were briefly 
described in the prerious chapter. We shall now study the balance 
sheet, which shows the amounts and the natiue of the proprietor's 
assets, liabilities, and proprietorship. 


FORM OF THE 
BALANCE SHEET 


A balance sheet is merely an elaboration of 
the equation: 


Assets = Liabilities + Propbietorship 


The relation between this equation and the balance sheet can be 
shovm hy a simple illustration. If Ray Dimn, a retail merchant, has 
assets worth $15,000 and liabilities amomiting to $5,000, liis financial 
condition may be expressed by the equation: 

Assets = Liabilities -b Proprietorship 
$15,000 == $5,000 + $10,000 


In prepai'ing a balance sheet, it is customaiy to omit the equation 
sign and to show the assets at the left of double vertical lines and the 
rights of the creditors and the proprietor at the right of the lines. The 
balance sheet of Ray Dmm is, then, as follows: 


Assets $15,000 


Liabilities $ 5,000 

Proprietorship 10,000 


Sudi a statement would not satisfy the needs of Dimn or others 
entitled to information about his business, for it does not show the 

17 
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nature of hi*? asset*;. It does not show whether he has suflicient cash to 
meet his needs and his obligations or sufficient merchandise to satisfy 
the wants of his customers. Kor does it list the ralue of the store and 
defiverj' equipment he uses in rendering ^'rvdee to bis customers. It 
does not indicate whether he owns the building in which his buriness 
is conducte<I or how much of his capital is invested in his various assets. 
His balance sheet should show the amount he has invested in each 
kind of asset. It should also show the nature of his obligations. 

An examination shows that the assets of Dunn’s business consist 
of the following: cash, SI,300; merchandise inventory, $4,000; store 
equipment, ?2,000, ofTice equipment, $1,000; building, ^1,000; land, 
$2,000; store supplies, $300; and oflicc supplies, $200. He owes $3,000 
on his note at the bank and he owes various suppliers $2,000 for goods 
he has purchased. His financial condition is more easily seen if these 
items arc set up in vertical columns as iJInstrated below; 
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Assets 


Liabilities 


Cash -$500 

DeHver 3 ’ Equipment +1,500 


Notes Pajmble 


The balance sheet of Dunn now appeal's as follows; 


+$1,000 


Assets 


Cash 

. $ 800 

Llerchandise Inventorj- . . . 

. 4,000 

Deliverj’ Equipment . . , . 

1,500 

Store Equipment 

2,500 

Office Equipment 

1,000 

Building 

4,000 

Land 

. 2,000 

Store Supplies 

500 

Office Supplies 

200 

Total Assets 

. $16,500 


Liabilities 

Notes Payable $ 4,000 

Accounts Paj'able 2,500 

Total Liabilities $ 6,500 

Pboprietorship 

Ra\' Dunn, Capital 10,000 


Total Liabilities and Pro- 
prietorship $16,500 


CLASSIFICATION AND dealing with a lai'ge number of asset items 

BALANC?*si«ET ASSETS ^ balance sheet, it is helpful to have them 

gi'ouped in significant classes. The classifica- 
tion commonly used for assets consists of (1) cmTent assets, (2) fixed 
assets, and (3) defen-ed ciiarges to expense. Balance sheet assets will 
be described briefly below mider these thi-ee classiflcations. 

1. Current Assets. Assets in the form of casli or assets that maj’ reason- 
ably be expected to be converted into cash in the near future by the 
regular operations of the business ai'e called currcjit assets. These assets 
are listed in the order of then' liquidit}-, that is, in the order in which 
the3' vill probablj* be converted into cash. Cmrent assets most com- 
nionlj* include Cash, Notes Eeceivable, Accounts Receivable, and 
Mei'chandise Inventoi-jL 

Casli. Cash includes ciUTencj*, checks, bank di'afts, and money 
ordem. Anj* medium of exdiange that a bank will accept at face value 
on deposit ma^' usually' be shown on the balance sheet as cash. The 
cash that a business uses in its operations may be parth* in its cash 
drawer and partlj' on deposit at the bank. 

Notes Receivable. A note recehrable is a promissory note received 
from a debtor. A promissorj* note is a written promise to pay a certain 
simi in money at a definite time to the order of a specified person or to 
the beai'er. This note maj’ be transferred bj’ the business to some other 
person, or it maj* be sold to the bank for cash. It represents a tj+e 
of a^et verj’ readilj- convertible into cash. 
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/Iffourw Ufccxtahh An account receivable is a claim, not based on 
a note a^rainst a certain person or other concern Usuall> an account 
receivable arLsca from the sale of mcrchandL>c on account The granting 
of credit for goo<l-. sold results, not in an increase in cash, but m an 
as-et called Accounts ReccivmbJe on the sellers accounting records 
.l/crc/iordi'c inrentory Merchandise consists of goods purchased 
0 " profluccd for salf* Food offered for sale in a grocery store and 
clothing produetd for sale in a clothing factorv arc examples of mer- 
ch'indi.'j' The morchandi'se on hand at an> specific time is referred to 
as the viercfnndvic inrentory The mventoiy is usually determined 
b> a ph\'i<al count of the merchandise on hand Such a count of 
mprchan(li>e i-. known as a phyncal tnrentory 

Tlie valuf* of the inventor} is ascertained by valuing each item at 
the cot price or the co^t to replace, whichever is the lower. For 
example 100 units of merchandise that had cost $5 50 a unit are on 
hand at the end of a fiscal penod The same merchandise can now be 
purchased for $1 7> a unit The inventor} should show this item at 
?I7"), th^ present market price which !■» lower than the original cost 
On the other hand, if 100 units of another item that cost $5 50 a unit 
are on hand and the market pnee has gone up to $G a unit, that item 
fhould be valued at Sj>0, the original cost pnee, which is lower than 
the p'’cvnt market pnee The^e items ect up in tabular form, arc: 

Tost Mapact IsvEsroftY 
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Store Equipment. Store equipment includes such permanent assets 
as counters, showcases, window decorations, and any other items of 
furnitm'e used directly in selling the goods. Like delivery equipment, 
this equipment may be sold when it no longer serves the piu'pose of 
the business. 

Office Equipment. Office equipment includes such assets as desks, 
ti’pewi'iters, adding machines, and other items not used directly in 
selling the goods but needed for the general operation of the business. 

Building. A building ovmed by a business may be used as a factory, 
a warehouse, a store, or an office. Wlien a building is not owned by the 
proprietor, it is rented or leased from the ovmer. In that case the value 
of the building does not appear’ on the balance sheet of the business 
because the building is not property of the enterprise. 

Land. The value of the land on which the building is located is 
usually shovm as a sepai’ate item on the balance sheet. Although a 
building may no longer be valuable because of its age or its condition, 
the land still remains. Because of this difference, it is desirable to show 
the land value separatel}^ 

S. Deferred Charges to Expense. Assets that ai’e purchased for use in 
the business and that will be consumed in the near’ futm-e ai-e called 
deferred charges to expense. For the sake of bre\dty, they are frequently 
referred to as deferred charges. 

Store Supplies. Store supplies include paper, twine, and similai’ 
items used in selling. Thej^ ai’e consumed in the operation of the 
business and ar-e considered as assets until they ai-e consumed. The 
amount of such supplies on hand must be ascertained at the time eadi 
balance sheet is prepai’ed. 

Office Supplies. Office supplies include stationery, stamps, and 
similai' items not used in selling but needed for the general operation 
of the business. Like store supplies, the amount on hand must be 
ascertained at the time that each balance sheet is prepared. 

Prepaid Insurance. Insurance premiums ai'e paid in advance and 
may cover from one to five yeai’s. The gi'eater pai-t of the premium, 
then, for some considerable time is an asset. Included ai’e such tjqies 
of insui’ance as fii’e, theft, compensation, and liabilit3’- insui’ance. 

The specific asset items listed and desci’ibed above under the three- 
fold classification constitute those most frequentty found on balance 
sheets. In addition to these there ai’e others, such as interest receivable 
on notes, investments, madiinei’jq tools, goodwill, and patents. An 
explanation of such assets vdll be given in later chapters. 
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is to be paid rather than to be renewed should be moved into the 
ciuTent liabilities group. In the interest of complete information, the 
date of the maturity of the specific obligation should be sho^vn on the 
balance sheet. 

Mortgage Payable. A mortgage payable represents a debt owed by a 
business for which the creditor possesses a secm-ed claim thi’ough a 
mortgage on some pai’ticular asset. If the amomit owed is not paid by 
the debtor, tliis secm-ed claim gives the creditor the right to bring 
coiu't action that nia3^ result in the sale of the asset to satisf j’ the claim. 

Bonds Payable. Long-term obligations of corporations are com- 
monly e^fidenced by formal papers knovm as bonds. Bonds maj’" be 
secured bjj" mortgages on fixed assets as described in the pre^dous 
paragraph or may be based on the general credit standing of the corpo- 
ration. In anj'" ease, they i-epresent a debt to be paid more than one 
year hence and are therefore included under fixed liabihties. 

3. Deferred Credits to Income. If a business is paid in advance for a 
serrice, the unearned portion of the pajmient is a defended credit to 
income. For example, when an insurance companj’’ receives in one 
fiscal period a pajonent for insm’ance that extends over a future fiscal 
period, the imeai’ned portion of the premium is a deferred credit to 
income that maj’’ be listed on the balance sheet under the title “Un- 
earned Premiiun Income.” 

DEFINITION AND Proprietorship is the interest of the owner in 

ILLUSTRATION OF i i ' t. 

BALANCE SHEET assets of the business. If a business has 

PROPRIETORSHIP no liabilities, the proprietorship is equal to 

the total of the assets; othenrise, it is the difference between the assets 

and the liabilities. 

Proprietorship, capital, and net worth are s3mon3Tnous terms. All of 
these terms ai'e used b3'- businessmen and accountants. The first two 
are, perhaps, more accinate terms than the third, since the term “net 
worth” ma3^ seem to impB’- that accounting values ai’e all based on 
present mai’ket values. As was stated in Chapter I, accounting values 
are determined b3' the prices agi'eed upon in the recorded transactions. 
These ma3’- be above or below the present mai’ket prices. 

Sometimes the proprietorship is vested in two or more peraons. 
Then the business is laiovm as a partnership or a corporatioyi according 
to the methods of omiership. The capital interests of pai'tners in a 
partnership ai'e shovm separately on the balance sheet. The simi of the 
interests of the vaiious pai'tners represents the proprietorsliip of the 
pai'tnership. The interest of each stocldiolder in a corporation is not 
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shoivn on the balance sheet. The interest of the stockholders as a 
^up b shoun in two amounts, the ongmal investment and the 
accumulated caming:s or losses of the corporation since the beginning 
of operations. 

The manner of reporting the different tj'pes of o^^Tiership interest 
on the balance sheet is illustrated below. These illustrations indicate 
the personal emphasis in the sole proprietorship and the partnership 
and the impersonal emphasis in the corporation. 


Sou: PRorninroiismr 


W. L Paul. Capital 5 6,600 

PARTsritsnir 

Garnpr Boekett, Capital 5 12,300 

V\illiam Clar>, Capital 13,100 

Total Capital 5 25,400 

Corporation 

Capital Stock $100,000 

Surplus 35,100 

Total Capital $135,100 


In the solo proprietorship and the partnership the interests of the 
owners arc designated by the names of the oumers. In the corporation 
the stockholders’ interests are represented by the sum of the capital 
stock and the surplus items. The nature of partnerships and corpora- 
tions mil be considered in later chapters. 

It is helpful to report the changes that ha%e occurred in a sole 
proprietorship since the pre\ious balance sheet was prepared. This 
practice gives a more complete report of financial condition by showing 
the additions through profits and additional investments and the 
subtractions through losses or withdrawals. This more complete 
statement of proprietorship is shown below; 


Robort Lee, Capital, January 2, 1918 $10,000 

Additional Investment, July 1, 1948 2,000 


Total Investment . $12 000 

Set Troft In 1918 .. ... $4,000 

I.<-»5 Withdrawals in 1948 . .... 2,400 1,600 


Robert Lee, Capital, December 31, 1948 $13,600 


If Kol>crt l>>e had withdrawn ^1,800 in 1918, the difference between 
$4,800 and 'fJ.OOO would have bwn suhtractod from hb total invest- 
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ment, leaving only $11,200 as Ms capital on December 81. This 
condition is sliovm below: 


Robert Lee, Capital, January 2, 194S $10,000 

Additional Investment, July 1, 194S 2,000 


Total Investment $12,000 

Net Profit in 194S $4,000 

Less IVitlidrawals in 194S 4,800 SOO 


Robert Lee, Capital. December 31, 1948 $11,200 


It is important for the proprietor to know whether his withdrawals 
from the business have exceeded his eai-nings. If such excess with- 
dra\vals occun'ed sufficiently often, his proprietomhip would eventualli* 
disappeai'. 

If Robei't Lee had suffered a loss in 1948, the amount of the loss 
would be added to the withdrawals and the sum of these items would 
be subti-acted from Ins total investment. 


HEADING OF THE balance sheet is prepai'ed to show the 

BALANCE SHEET financial condition of the business on a 

specific date. The name of the business for which the balance sheet is 
prepai'ed and the day for which the report- shows the financial condition 
ai'e customaiily used in the heading or title. The date used is that of 
the business day that has just closed. A balance sheet prepared at the 
close of the calendai- yeai' 1948 would be dated December 31, 1948. 
Such a heading is usually wiitten in three lines. The fii-st contains the 
name of the business: tlie second, the name of the statement, ‘'“'Balance 
Sheet'': and the tim'd, tlie date of the statement. 


STANDARD FORMS OF The balance sheet of James Hiatt, prepared 
THE BALANCE SHEET customai-fiy used, is shown on 

pages 28 and 29. Tliis form is known as the accojcrt fon.’i. Sometimes 
the balance sheet is prepared in a form known as the report form. This 
form is illusn-ated in Chapter V. 

In the accoimt form the accounting equation is set up as follows: 
Assets = Liabilities 4- Fkopkietokseip 
Balance Sheer 


f- 


Assets 


$ 100,000 


Liabilities \ 

[ $ 40,000 
Proprietorship 60.000 
$ 100,000 
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ORDER OF The order of pre^ntation of nsF^cts and 

Inbilitics On the balance sheet vanes The 
pre\*ailing practice is to arrange the items in 
order from the most current to the most fived Current assets are 
folio ved bv fixed assets in the assets section of the balance sheet, and 
turrent habilitiCii arc followed b\ fixed liabilities in the liabilities 
section \\ ithin each of these classifications, the order of items is from 
the most current to the least current 


The arrangement in which the current assets are li-ted first in the 
sectioa and the current liabilities are given first in the liabilities 
section is desirable "ince it shows clearlv the hquiditv of the assets and 
their availabilitv in mc-eting obligations The creditors of a business 
look first to the abilitv of the busincv> to meet its obligations Further- 
more this order of pre'^ntation ■^hows the items in relation to their 
U5C and indjcates change^ in ihe haziness Current assets and current 
liabilities are both subject to significant changes and are therefore of 
pnmarj interest & p ^ 

Fixed a&scts and fixed liabilities are important balance sheet items, 
but thev change much less than current assets and habjlitica Trans- 
actions showing purchase or retirement of fixed assets and the depre- 
nation charges alTccting them are onl> occasional entnes 

Deferred charges usuall> represent a \er> small percentage of the 
total a.sscts and therefore ma> reasonabJ> be shown last in the assets 
cla^. ification For the same reason deferred credits are shown last in 
the liabilities classification 
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ciation, and maintenance, shows this total to be considerably under 
the rent he has been paying. He uses $10,000 of his own cash and 
borrows $5,000 on a five-year note to pay for the property. It is 
estimated that $3,000 of the purchase price applies to the land, leav- 
ing $12,000 as the cost of the building. 

At the end of the second year Mr. Calvin prepares a balance sheet 
and a profit and loss statement for Mr. Hiatt. The balance sheet is 
illustrated on pages 28 and 29 and is analyzed below; the profit and 
loss statement is described at the end of Chapter III. 


BALANCE SHEET The balance sheet of James Hiatt is known 

ANA^LYZ^D*^ ^ balance sheet, since assets and 

liabilities are listed under the headings 
current, fixed, and deferred. It is also called the account form, since 
assets are on the left and liabilities and proprietorship are on the right. 
The proprietorship section shows income and withdrawals since the 
last balance sheet. 

The analysis of a balance sheet provides much useful information, 
primarily by calculating the ratios existing between the different 
classes of assets and liabilities. For example, the current ratio (current 
assets cuiTent liabilities) is one very commonly quoted and is 
one of the most useful. The balance sheet ratios providing such useful 
information are; 

(1) Current ratio. 

(2) Fixed ratio. 

(3) Owner’s equity ratio. 

(4) Creditor’s equity ratio. 

(5) Earnings on capital ratio. 


The cm’rent ratio for Hiatt Home Appliances is current assets, 
$29,500, divided by current liabilities, $15,000, or 1.97 to 1. Current 
liabilities commonly call for payment in cash, most of which is realized 
from current assets, such as receivables and merchandise. A margin 
of safety should be provided for any shi’inkage that might take place 
in the conversion of such assets into cash. The ratio of 1.97 to 1 
would permit an almost 50 per cent shrinkage in such a conversion 
into cash. 

The difference between current assets and cm’rent liabilities is 
called working capital. Mr. Hiatt's working capital is $29,500 — 
$15,000, or $14,500. Worldng capital shows in dollars the amount 
available for current use in the operation of a business. 

The fixed ratio for Mr. Hiatt is fixed assets, $48,000, divided by 
fixed liabilities, $5,000, or 9.6 to 1. While this figure has some general 
significance, it is not so important in Mr. Hiatt’s business, since his 
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Account Form 


]Mr. Hiatt’s sei'\^ces are worth $4,500 a yeai', the earning on capital 
would he net profit, $10,000, less $4,500, or $5,500, dmded by begin- 
ning capital, $55,000. or 10 per cent. If the proprietor's serrices were 
ignored, the earning on capital would be $10,000 divided by $55,000. 
or 18 per cent. 

In a later chaptei' the method of anah'zing and interpreting the 
items on tlie balance slieet will be discussed in detail. The present pur- 
pose is only to emphasize the importance of such an interpretation and 
to sliow why balance sheet items aiu classified into cuiTent, fixed, 
and defeiTed groups and why the order of groups of items is so ar- 
ranged. 
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owned b 3 ’- a gi’oeay store; stamps in a ]a^\yei''s office; an automobile 
used bj^ a grocer store to deliver mei’chandise; automobiles in the show- 
rooms of an automobile sales compan 3 '’? 

4. The following balance sheet properly differs from the one on pages 
28'and 29 in that it uses dollai’ signs because it is not ^vritten on ruled 
paper. It incorrectl 3 ’^ diflei's from the illustration in nine other details, 
hlake a list of these errors. 


Balance Sheet 
A. B. CASE 


Assets Liabilities 

Current Assets; Current Liabilities: 

Cash.. . $ 600 Notes Payable .. ..$1,000 

Accounts Receivable 4,000 Accounts Payable . 3,500 

Building 3,600 Mortgage Payable .... 3,000 

Purchases 3,000 

Total Current Liab $ 7,500 

Total Current Assets $11,000 

Fixed Assets: Proprietorship 

Furniture and Fixtures. $1,500 

Land 2,000 A. B. Case, Capital . $6,000 

Sales 2,450 

Total Fixed Assets 3,500 

Total Proprietorship 7,450 

Total Current and Fixed 

Assets $14,500 

Deferred Charges: 

Store Supplies $ 150 

Office Supplies 300 


Total Deferred Charges. 450 


Total Assets $14,950 Total Liabilities & Prop. . . $14,950 


5. The managei- of the Ford Shoe Company wishes to borrow from the 
bank $1,500 with which to bu 3 ’^ additional store fixtiues. He presents to 
the banker a balance sheet shotving that the cuirent assets of the compan 3 ’^ 
are: cash, $4,000; accounts receivable, $10,000; mei'chandise inventory, 
$10,500. The cmrent liabilities consist of accounts pa 3 mble of $6,500. 
The bankei’ contends tliat the balance slieet does not show a satisfactor 3 ’- 
condition, because the business must alwa 3 ^ caiT 3 r in stock about $10,000 
worth of mei’chandise in ordei’ to take cai’e of its customei’s, and because 
it usuall 3 ’' has accounts receivable of about $10,000. Undei' these circum- 
stances the bankei' believes that the business ma 3 r not be able to pa 3 ’^ all 
its accounts pa 3 mble. Considering onl 3 r the preceding facts, do you believe 
tliat tlie compan 3 r is entitled to a loan? 
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6 Sone bankers require that business borrowing mone> from them 

haic current north at least twee as much as the current 

liabilities Suggest rea'on-. for this requirement 

7 John Andcr-ons proprietorship incrta^od $5,000 during the past 
fiscal j ear hat was the profit or Io\5 if 

laj No additional inNOstrocnts or withdrawals were made’ 

(b) OnI> additional msestments of $1 000 were made? 

(c) Onl> ad litional insestments of $2 000 were made? 

(d) On)} with Jrawals of ?1 000 were made’ 

ft) Adhtional m%«lments of $2 000 and withdrawals of $1,000 were 
made’ 

(f) Capital additions of $2 000 and withdrawals of $4 000 were made? 

8 (a) Could the gotemment of the state of Ohio have a balance sheet? 

(b) If It could which of the following items would be reported on the 
balance 'hect school buildings cash rocened from taxpajers, furniture 
m the goNcmor s office «taie highways forests and walerfaUs belonging 
to the state accounts taxc > roctitabk (c> How would such items be 
classified on tht balance shwt’ 


9 The following uems art taken from the balance sheet of Robert 


Accounts Ia>able 

$ 3 000 

Accounts Receivable 

3 000 

Cash 

1 000 

Deferred Charges 

2 000 

Merchandise Inventory 

8 000 

Mortgage Pa>ablc 

3 000 

Notes 1 3>3ble 

1 000 

Office Equipment 

2 000 

Store f quipircnt 

4 000 

Robert Baird Capital 

13,000 


Calculate the following (a) fixed asset ratio (ratio of fixed assets to 
fixed liabi))tu*s>, (h/ current ratio (c) working capital, (d) creditors’ 
oquitj, (cj owners cquilj 

10 ^^hlch of the following questions ma> be answered >es which, 
*‘no ’ 

(a; the current ratio invoKe the same balance sheet figures as the 

working capital’ 

(b^ Is the current ratio the difference between current assets and work 
Ing capital’ 

(c) Is the credito's equit> the difference between total assets and total 
Iial litiM’ 

(d) Is the ratio of proprHto»3hip to total ar-cts the current ratio’ 

(c) Dws tie ratio of fixpj a-^ets to fixed habihtfes show the mortgage 
eredito' s w-cuntj ’ 
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PROBLEMS 

1. Show, by the use of simple balance sheets without headings or classifica- 
tions of assets and liabilities (similar to those used in Question 2 of this 
chaptei'), the effect of the folio-wing ti'ansactions. Prepare a new balance 
sheet aftei’ each ti'ansaction. 

(a) H. A. Miller had investments as follows: Cash, $5,000; Building, 

$ 20 , 000 . 

(b) Sold the building for $19,000 cash. 

(c) Purchased an apartment house for $58,000, gmng $22,000 cash and 
a mortgage payable for the balance. 

(d) Collected cash for rents, $6,000. 

(e) Paid cash for operating expenses, $2,500, and to reduce the mortgage, 
$1,500. 


2. On December 31, 1949, the end of one year, the assets and the lia- 
bilities of Robert Risk ai-e as follows: 


Accounts Payable $ 6,000 

Accounts Receivable 20,000 

Building 18,000 

Cash 5,000 

Land 4,500 

Merchandise Inventory. . . . 7,000 

Mortgage Payable 4,000 

Notes Payable 2,000 

Prepaid Insurance 1,500 

Store Equipment 3,500 

Store Supplies 500 


At the beginning of the fiscal period on January 1, Robert Risk’s 
capital had been $45,000. He made -withdrawals of $1,000 eaclr month. 
The business showed a net income for the year of $15,000. 

Instructions: (1) Prepare a balance sheet in account form sho-wing Robert 
Risk’s financial condition on December 31, 1949, in accordance vith the 
illustration on pages 28 and 29. 

(2) Compute the folIo-v\'ing ; 

(a) Current ratio. 

(b) Fixed ratio. 

(c) Ovmer’s equity. 

(d) Creditors’ equity. 

(e) Earning on capital (assume Mr. Risk’s sendees are worth $12,000 
a j'ear). 

(3) Wliat is the working capital? 


3. Ben Gray invested the following assets in a retail camei-a shop: cash, 
$10,000; mei'chandise inventory, $4,000. He planned to open the store 
on August 1, 1949, but prior to that time the following ti-ansactions took 
place: 

(a) Purchased a building for $20,000, pajdng $5,000 in cash and giving 
a mortgage for the balance. 



CHAPTER ill 

THE PROFIT AND LOSS STATEMENT 


PURPOSE OF THE The proprietor of a business hopes to operate 

STATE^^NT^ ^ increase his pro- 

prietorship. His accounting records should 
piwdde the information that will aid him in accomplishing this piu'pose. 
The amoiuit of profit or loss incmred dming a given period is the most 
important single fact of the period. 


Each balance sheet shows the proprietor the amount of his pro- 
prietorship at the date of the balance sheet. By comparing the amount 
of Ms proprietorsMp as shown by balance sheets prepared on successive 
dates, he can ascertain whetlier Ms proprietorsMp is increasing or 
deci'easing, as well as the amount of the inci-ease or the decrease: but 
he cannot determine the cause of the increase or the decrease. 


The balance sheet of James Hiatt, illustrated on pages 28 and 29, 
showed his proprietorsMp on December 81, 1949, to be $60,000. One 
j^eai' before, his balance sheet showed Ms proprietorsMp to be $55,000. 
His profit for the year was $10,000 but he withdrew $5,000. The net 
inci’ease in proprietorsMp was therefore $5,000 diuing the year. If he 
had withdrawn $12,000 and had made the same net profit, his pro- 
prietorsliip would have been decreased $2,000. The amoimt of profit 
measiues the increase in proprietorsMp imless there have been with- 
drawals or additional investments duiing the period. 

The proprietor needs to know at frequent intervals tlie amount and 
the causes of his profit or loss in order that he may plan Ms futm'e 
operations so as to inci'ease Ms profit or to eliminate Ms loss. In a 
mercantile business, profit or loss results from the buying and selling 
of commodities. The proprietor needs a report showing the amount of 
Ms sales, the cost of prociuing and selling the goods, and the difference, 
which is the profit or the loss. The statement that gives this infoima- 
tion is known as the profii and loss siotemeni. Other names given to 
this statement include wcome sfai€77wnt, operaH77g state77ie7it, incmis 
accotnif, and inco7ne si(77wiarif. 

The profit and loss statement is prepared at the same time as the 
balance sheet and shows the results of operation for the period since 
the last balance sheet. The period covered by a profit and loss state- 
ment is known as a fiscal pei'iod. 
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FORM OF THE \ profit md loss sUitcmcnt showing the 

PROFIT AND LOSS results of the purcha-e and the sale of a 

STATEMENT propcrU is the simplest to 

explain «mcc it inxohes \cr\ few transactions For example if 
RoIk'fI King purchases a house and lot for $10 000 and immediatel) 
cells them for $12 000 he can show the effect of the two transactions 
b} the following statement 

Sale Tnec of nou«e and Lot 512 000 

Coot of Hou«e and Lot IQ QQQ 

Proft 5 2 000 


If ho paid a real-estate agent a commission of $G0O for selling the 
hou'e and lot his profit would be shown in the following manner 


Sale Price of Hou-'e and Ix)t $12 000 

Co<t of Hou^e and Lot 10 000 

Gross Profit $ 2 000 

CoTimsa on 000 

Net Profit $ I 400 


In this summary onl> three transactions are involved (1) the 
purclia'o of the property (2) the sale of the property, and (3) the 
pavmcnt of the commission But m the average business there ma> be 
manv purchases hundreds or even thousands of sales and a vanct> of 
expencos that arc necessarv in the making of the sales It is not prac 
ticalile for a basiness to determine the gross and the net profit on each 
sale Morcovc” information al>out the exact profit on each sale is 
usuallv not needed The needs of the businessman are served satis- 
factonl> if he knows the net results of his operations at the end of the 
fiscal penod T1 e profit and loss statement gives him a summary of his 
operations dunng each pono<i in terms of income and expense 

If Ray FoILs dunng the month of December, purchases mer- 
chandise for $S 000 and sells it for $10 000 he makes a gross profit of 
$2 000 If ho consumes commodities and cemces that cost $I GOO his 
not p'ofit Ls $100 Commodities and 'emces suth os store and office 
supplies store space h at and light when consumed in the operation 
of a ha mc-ss are kno\ m as expenses Folks s profit and los.-, statorrei i 
for the month of December would be os follows 

Sil^ 

Cost of Goof^s Sold 

Gross I rofit 

Lxporscs 

'Jet Profit 


$10 000 
8 000 


$ 2 000 
1 COO 


$ 400 
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THE ACCOUNTING It is customary to determine in advance the 
PERIOD length of the accounting period to be covered 

by the profit and loss statement. The period commonly chosen is a 
month because businessmen need information about the results of 
their operations at frequent intervals. Other periods are a quarter 
year, a half yeai', and a year. A business that makes monthly reports 
may also make quarterly, semiannual, and annual reports. Businesses 
almost invariably make annual reports because the year represents a 
recurring cycle of business activities. To be understood rightly, items 
and amounts appealing on the profit and loss statement must be 
considered in the light of the period covered by the statement. 

Some transactions come within the limits of the accounting period 
and have effects pertaining to that period only; other transactions are 
eairied over irom previous periods or may continue into future periods. 
For example, the payment of a premium on a three-year insurance 
policy amounting to $72 results in an expense of $2 a month; this 
transaction continues into 35 future monthly periods. Office supplies 
left over at the be^nning of a period from transactions of the previous 
period represent another type of cany-over. In these two cases and 
in all others the amounts shown on the profit and loss statement must 
conform to the length of the accounting period. Thus on a profit and 
loss statement for the month of May, sales, purchases, cost of goods 
sold, rent, and all other items must applj^ to that month alone; none 
may apply to April, which has passed, or to June, which is to come. 

Ordinai’ilj’- the number of units sold in a given accounting period 
does not correspond to the number of units pm'chased in that period. 
A portion of the purchases of the previous period is included in the 
sales of the cmvent period. Likewise, a portion of the pm'chases of the 
cm’rent period may still be on hand at the end of the period and hence 
should not be included in the sales of the current period. It is necessary, 
therefore, in detennining the cost of goods sold, to take into considera- 
tion the lag between purchases and sales. 


DEFINITION OF ITEMS 
ON THE PROFIT AND 
LOSS STATEMENT 


The items shown on the profit and loss state- 
ment of James Hiatt, page 42, are those that 
ai’e commonly included in the simple form of 
that statement. A discussion of each follows; 


Sales. In a mercantile business the sales are the total amount 
customers have paid or have agreed to pa 3 '' for the merchandise sold 
them. Vaiious other tjqses of businesses make sales of numerous com- 
modities and services that ai-e designated b 3 ’' different terms. For 
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Gross Profit on Sales. 'WTieu the cost of merchandise sold is sub- 
ti’acted from the total sales, the difference represents the profit that 
would be made if no expenses were incm'red in conducting the business. 
Expenses ai'e always inciu-red, however, in the operation of a business, 
and they must be considered in determining the profit. Consequently, 
tlie difference between the amomit received from sales and the cost of 
tlie mercliandise sold is termed gross profit on sales. It is called gross 
profit because the expenses of operating the business must be deducted 
to obtain the final or net profit. 

The difference between the cost price and the selling price was 
referred to in Chapter I, page 9, as margin. Mai'gin is the amoimt in 
dollai's and cents, or in percentage of sales, that the merchandiser 
receives for rendering serrice to Ms customers. The proprietor of a 
merchandising enterprise must keep Ms operating costs within Ms 
mai-gin if he is to gain a net profit as a result of Ms operations. The 
extent of the mai*^n definitely limits the scope of Ms actiMties unless 
he is \villing to suffer a loss from operations. 

Operating Expenses. Commodities and serrices of Tmiious kinds 
ai-e consumed in the operation of a business. The sei’rices of sales 
clerks ai'e used in selling merchandise to customers, and the serMces 
of other employees may be used in delivering to customers the mer- 
chandise sold. Paper and twine ai’e consumed in ivi-apping the mer- 
chandise to prepare it for delivery. Coal is consmned in heating the 
building in wiiicli the business is conducted. Stationery and stamps 
ai'e consumed in cai’rring on the correspondence between the business 
and its a-editors and customers. 

The operating expenses of a business could be showm as one item 
on the profit and loss statement, but tliis method would not proMde 
adequate information concerning their natm’e. A proprietor deshes 
to Iniow the amount of each expense so that he can ascertain wiiether 
tlie amomit is too lai’ge and, if it is, take measui’es to reduce it. He 
wishes the profit and loss statement to be made in such a form that 
he can see the amomit of each expense. Lai’ge firms need a veri* de- 
tailed analysis of expenses for control pm’poses. In subsequent chapters 
considerable attention w'ill be given to the method of proMding tliis 
analysis. 


CLASSIFICATION OF The extent to wMch the classification of 
expense operating expenses is cairied depends on the 
degi’ee to which information on the profit and 
loss statement is used to measm'e business actiMties. The operating 
expenses of a large business will probably be classified in a large 
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nu'nbc’* of proup'; bu* tha-4‘ of a «mall busmens can usuallj be classified 
urdi’r ore o- t^^o major head In a small retail busmecs of the hind 
th i ha- bf-on u«c(i fo' illu-lratne purposes it is Usualh satis^actorj 
to lias if% the operatmjr expenses m tuo mam groups In a ser\ace 
bu. nos like a repair shop operating expenses ma> be shown in a 
sinele group 

Sf//irfg Lzpr-n<^cs Expenses that are incurred directlj and entireh 
in conri'ction w ith the sale of merchandi*^? are kmown as selling expenses 
Tki include sucli things as salaries of the sales force, store supplies 
Used and ad\crti«ing 

filing oxptn'^s that are not of sufilcient importance to make it 
dc*' nble to 'ho \ them as separate items on the profit and loss state- 
ment are reported under the heading Miscellaneous Selling Expense " 
In g* nrral the best classification ol expenses is one that keeps at a 
minmum the amount repre^nting miscellaneous selling expense 
^^hrrner the total of the miscellaneous selling expense account is a 
con. idorable amount this total should be anaKzed and now expense 
do. i( cations should be set up 
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Gross Profit ou Sales $25,000 

Operating Expenses: 

Selling Expenses: 

Sales Salaries $ S,000 

Advertising Expense 1,600 

Store Supplies Used SOO 

Miscellaneous Selling Expense 100 $10,000 


General Expenses: 

Office Salaries S 2,500 

Office Supplies Used 400 

Insurance Expense 500 

Taxes SOO 

AlisceUaneous General Expense SOO 5,000 


Total Operating Expenses 


15,000 


Net Profit from Operations 


$10,000 


operations. These incomes and expenses are reported after the net 
operating profit is obtained. The nature of these nonoperating incomes 
and expenses is discussed in later chapters. 

If the total operating expenses are greater than tlie gross profit on 
sales, the difference between the two amounts is reported as v.ci loss 
from opcroiiovs. 


HEADING OF THE The name of the business and the period of 

STATE^^N^ i-OSS profit and loss statement 

is made should be cleaily stated. If the 
period covered is one year, the heading of the statement will indicate 
that sales, pm'chases. and other items are for a year. 


like the balance sheet, the profit and loss statement has a three-Bne 
heading consisting of the name of the business, (2) the name of the 
statement, and (3) the period covered by the statement. 


PERIOD COVERED BY The length of time covered by the profit and 

LOSs'sTA'reM^T statement is of extreme importance and 

significance. The items appearing in a profit 
and loss statement have no real meaning except when interpreted in 
connection with the period covered. Sales, purchases, cost of sales, 
and operating expenses represent continuing acts in the history of a 
bt^ess enterprise. Sales of $10,000, for instance, may have little 
importance imtil one knows that this amount represents sales for one 
montli rather than for one yeai-. One cannot judge the reasonableness 
of the rent expense of $1,200 without knowing the period of time to 
which it applies. 



,, ACCOUMPNG PRINGPLES lO. 3 

STANDARD FORM A profit and loss statement (or James Hiatt 
or THE PROFIT AND j.pjr ended on December 31, 1949, 

toss STATEMENT containing the items discussed in the 

prcceiimc parapaphs, is .shorni below: 



Pri>flt Md Suirmrni for a Mrretntllr Basinet 


In a sonice tj'pe of business there are no inventory and purchaws 
of mcrcliandise; therefore the profit and loss statement has to report 
only the sales and the exj>cnscs. If the business is small, it is probable 
that the operating expenses \iill not bo classified and that the profit 
and loss statement will be prepared in a form similar to that shown 
at the top of the following pam*. 


a. 3] 


THE PROHT AND LOSS STATEMENT 


43 








i 

-1 

! 1 
r .* i 

' i '! 

X 

4^ ^ 

0 rl 


1 !i 

/ 

Z / 

r r| 


I ! 

/ 

.5- .• 

r «* ( 


1 1 

\ 


.- .• 

, j 

• ' ? 



1 

! 


j 


r r c‘r r 

! 



<?Sr r .'•’r r 


(_ /\'.'-rrif!v-!T^Cr>vvr^J'.' 
/.7 

y/.~r;ij‘ €;/:;■!■ iz-SjC^ 

-^T'- 

■t— ' ">: 


f(j:>^\ ttj - Jdf. 




^^0»* * * * 

/.. c-^ci^ -fiZ •>: f - Cz izj ytst^ 

V~T- ' ^ f 

„ 'C^.'r (Ty C-_yi<' .•',-? rz'^ztr: -C.tjiZizn.J-t.J'' 

^ ^ ,^m, ^ 

/CtCy ’.r-7zz^ (^’i:-! Ztz^iczzz^^ 

• / ^ 


ii 


Profit and Loss Statement for a Serrice Busines® 


INTERPRETATION OF 
THE PROFIT AND 
LOSS STATEMENT 


The proprietor slioiild watch carefully the 
ratio of each gi-oup of his expenses to his sales. 
If the ratio of his selling expenses to his sales 
shows an increase, it may be diie to tlje fact that the sales volume is 
being obtained at an luisatisfactory cost, hlost businesses can inci'ease 
their sales if theT* ai'e billing to incur sufficient expense. If an inci'ease 
in the ratio of general expenses to sales is indicated, it may be because 
the rent expense is too large or the miscellaneous expense is too great. 
In any case the proprietor must watch these ratios cai-efully in ordei- 
to make a satisfactory’ profit. 

For example, the gi'oss profit on the sales of James Hiatt, is 
25,000/100,000 or 25 per cent for the period covered by the statement 
on page 42. If tliis percentage of margin has declined from SO per cent 
in the preTuous period to 25 per cent in this period, it may mean either 
That prices on commodities sold have dropped or that prices paid 
suppliers have ad^’anced. Regardless of wliicli is the cause, the con- 
dition is to the disadvantage, of Hiatt, the proprietor. 

The percentage of salaries of sales cJei'fe to sales is 8,000/100,000 
or 8 per cent: that of advertising expense to sales is 1.600/100,000 or 
1.6 per cent. 

The net profit is 10,000/100,000 or 10 per cent of sales. If this is an 
increase or a decrease as compared with the previous peiiod, it is 
admsable for the proprietor to make a cai-eful inquu-y' into aU tlie 
factom. klost of these factors are shown on the two profit and loss 
statements, and a study’ of them should provide information for more 
intelligent operation in the furare. 

By dividing the cost of goods sold by the avera^ merchandise 
inventory, the merchandise turnover is obtained. The more times the 
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mcrcfinndi o N turned o^erin a icar, the more efficient is the use of th^ 
in\ onlor>' and the smaller is the amount of money that must be tied up 
in morchandi-^ The merchandise tumo\er of James Hiatt is found 
follo'^'s 

S12.000 bp{nnnt'ij; in'entorj 
1^.000 ndjnj jn^ento*^ 


t'lO.OOO 2*S15,000. averase in\entorj' 

$75,000, co"t of coods <old-$15 000 a\enige inventorj' = 5, merchandise 
tumo\er 

The merchandise turnover of James Hiatt dunng the current jea* 
^as 5. If the merchandise tumo\cr for the preceding jear had been 8, 
lcs.s successful merchandising in the present period would be indicated 
If the tumoicr in the preceding >ear had been only 3, the current 
penod would indicate an improvement 

Comparisons similar to these should be made at the end of each 
fiscal period m order that the propnetor may determine whether his 
profit and loss statement Indicates favorable or unfavorable tendencies 
Other comparisons that arc useful will be duscussed in subsequent 
chapters. 
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and the net profit from operations for the year. The balance sheet sub- 
tracts the withdrawals of the proprietor during the year from the net 
profit, leaving the net increase in proprietorship since the last balance 
sheet. The profit and loss statement expands the idea of proprietor- 
ship increase shown in the balance sheet by summai’izing the busi- 
ness operations of the period that result in that increase. 

The profit and loss statement that accompanies a balance sheet 
measures the effect of the operations of the accounting period just 
preceding the date of the balance sheet. The balance sheet is cumula- 
tive; that is, it shows the financial position resulting from the activities 
summarized on all previous income statements. The profit and loss 
statement is limited to a particulai- accounting period; it is one of 
many such statements that, taken together, would give the result of 
the total volume of activities since the enteiprise began. 


QUESTIONS 

1. (a) Explain why the amount of the gi'oss profit is of interest to the pro- 
prietor. Illustrate your explanation, (b) If the profit and loss statement 
shows that the gross profit is decreasing, what ai’e the probable causes? 
(c) In what ways may the proprietor remedy this condition? 

2. The balance sheet of G. W. Dowe as of June 30 showed his proprietor- 
ship to be $4,000. His balance sheet as of July 31 showed his proprietorship 
to be $4,500. His balance sheet as of August 31 shows his proprietorship 
to be $4,300. Suggest reasons for these changes in the proprietorsliip. 

3. If the purchases of The Reliable Food Company were $75,000 during 
the fiscal period, what was the cost of goods sold dmdng the period; 

(a) If there was no merchandise on hand at either the beginning or the 
end of the period? 

(b) If the beginning inventory was $40,000 and there was no ending 
inventory? 

(c) If there was no beginning inventory and the ending inventory was 

$ 10 , 000 ? 

(d) If the beginning inventory was $30,000 and the inventory at the close 
of the period was $45,000? 

4. Which of the following expenses should be classified on the profit and 
loss statement as selling expenses? as general expenses? 

(a) Salaries of salesmen. 

(b) Salary of a booldceeper. 

(c) Postage. 

(d) Cost of pampnlets mailed to customera. 
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PROBLEMS 

1. Following is an incomplete and incorrect profit and loss statement 
of V. T. IMonroe for the yeai' ended Decembei- 81, 1949: 


Sales $120,000 100 

Cost of Goods Sold: 

Merchandise Inventory, January 1, 1949 $ 16,000 

Purchases 88,000 


Merchandise Available for Sale $104,000 

Less hlerchandise Inventory, December 31, 1949 32,000 

Cost of Goods Sold 72,000 60 


Gross Profit on Sales $ 48,000 40 

Operating Expenses 30,000 25 


Net Profit from Operations $ 18,000 15 


The mei'cliandise inventory of December 81 was made up of 9,000 
items costing $1.50 each with a present mai'ket value of §2 each and 
14,000 items costing $1 each \vith a present market value of 7oc each. 
Items recorded as operating expenses include: (a) cost of new store 
equipment pwchased in Decembei*, $3,000; and (b) $7,000, difference in 
cost of land $10,000 and assessed ^*alue on tax bill $3,000. 

Insiructions: (1) Prepare a corrected statement of profit and loss including 
new ratios to sales. (If you prepare your statement on paper with money 
columns containing perpendicular lines separating figures, you vill not use 
dollar signs as used in the statement above. Dollar signs are not ordinarily 
used in any accounting report vith sucli ruling.) 

(2) Comment briefly on corrections made in the profit and loss statement 
and on the new ratios. 

2. On Januai-j’ 1, 1949, Louis Grant began business with cash, $58,000, 
and mei'cliandise, $22,000. 

On Decembei* 31, 1949, a skeleton balance sheet for j\Ir. Grant is as 
follows: 

Cash $32,000 Accounts Payable $ 20.000 

Inventory 28,000 $ 60,000 Louis Grant, Capital 80,000 

Selling Equipment 38,000 

Deferred Charges 2,000 


$100,000 


$100,000 


His accounting records show tlie following additional information for 
tlie yeai*: 



CHAPTER IV 

ACCOU^5TS AND THE TRIAL BALANCE 


RECORDING The balance sheet equation presented in 

TRANSACTIONS Chapter I. Assets = Liabilities + Proprietor- 

ship, may be expanded to take care of the profit and loss statement 
items as follows: 

Assets = Liabilities -f- Proprietorship + Income — Expenses 

Eacli item on the balance sheet and the profit and loss statement 
may be classified under one of the five headings shown in the expanded 
equation. 

The last two items in the equation prowde information regarding 
the changes in proprietorship. As was stated in pre\'ious chaptei-s, an 
excess of income over expenses increases propiietorship; an excess of 
expenses over income decreases proprietorsliip. The profit and loss 
statement is an elaboration of the increase or decrease in proprietorship 
due to the operations of a fiscal period. 

Dming any fiscal period the number of transactions completed by 
an ordinaiy business is large and results in many changes in assets, 
liabilities, proprietorehip, income, and expenses. If an acciuate balance 
slieet and profit and loss statement are to be prepai-ed, it is necessaiy 
to record the results of all transactions producing changes in these 
items. It is the piu'pose of tins cliapter to discuss and illustrate the 
method that is used in recording the effect of indiridual transactions 
on assets, liabilities, proprietorsliip, income, and expenses. This 
metliod makes use of the acconnt and gives tlie subject of accounting 
its name. 

THE ACCOUNTING the life of a soing business, time periods 

CYCLE ‘A 

are set up in wliicli a standard accounting 

process takes place. The periodic repetition of this accounting process 
is sometimes referred to as the accouuiing cijcle. It consists of stand- 
ardized procedm'e in recording and analj'zing transactions and their 
effect on accounting statements. 

It would be possible to change items on the two accounting state- 
ments as eacli transaction occms. but that would be veiy time con- 
suming and inefficient. In this and the following two cliapters de\1ces 
ara descilbed that will pro^1de the needed informatiou more economi- 

49 
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An account similar to the casli account illustiuted above is set up 
for eacli item appearing in the balance sheet. At the end of a period, 
tlie increases recorded in an account ai-e added to the amount at the 
beginning of the period and the decreases are subtracted from tliis sum. 
The result is the amount to be shown on the balance slieet. In like 
manner, an account is kept uith eacli item on the profit and loss state- 
ment so that the total of tliat account can be determined at the end of 
a fiscal peiiod. 


CONSTRUCTION The relationship of tlie accounting state- 

OF ACCOUNTS nients, the ledger, and the fundamental 

equation Assets = Liabilities -fProprietorslnp -{-Income — Expenses can 
be observed from the following illustiation: 

Robert hloore invests $2,500 in a repair shop. On his balance slieet 
the transaction would appeal- as follows: 

Cash $2,500 Robert hloore, Capital $2,500 

The investment of hloore may also be shown in accounts in the 
folloving manner: 

C.4SH Robert I^Ioore, C.4pital 


$2,500 


$2,500 


The names of the two accounts ai-e Casli and Eobei-t IMoore, 
Capital. The title of eacli account is wi-itten over the horizontal line 
above the figm-es and is desci-iptive of tlie data in the account. Each 
account consists of two sides : the left and the right. It is customary to 
enter assets and additions to assets on the left side of asset accounts, 
and proprietoi:sliip and additions to proprietorship on the right side 
of proprietoi:sliip accounts. 

The student will find it helpful to note the relation between accounts 
and the basic equation. Assets and additions to assets, whicli are on 
the left side of the equation, are entered on the left side of asset ac- 
counts. Proprietoi-sliip and additions to proprietorsliip, which ai-e on 
the right side of the equation, au-e entered on the right side of pro- 
prietorsliip accounts. Tliis method makes it possible to consti'uct the 
equation from entries made in the accounts. 

jMoore next piu'cliases supplies for $500 in cash. This ti-ansaction 
decreases liis asset Gasli by $500 and inci-eases his asset Supplies by 
$500. The ledgei* of hloore then appeai-s as shown at the top of the 
following page. 
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a decrease in proprietorsliip. After tins ti-ansaction has been recorded, 
Moore’s ledger appears as follows: 


Cash 


$2,500 , $ 500 

1,000 
100 


Repair Equipment 
$ 2,000 ~ 


Accounts Payable 

j $1,000 


Robert ISIoore, Capital 
_ 


Supplies Rent Expense 

$500 ! $100 

Moore receives $400 for repair jobs. Tliis ti'ansaction inci'eases Ms 
asset Cash by $400. The increase in the asset Cash is entered on the 
left side of the cash account. The transaction also results in an increase 
in income of $400. TMs income, wMch represents an inci'ease in pro- 
prietorsliip, is entered on the right side of an account with the title 
“Sales.”^ Aftei' this transaction has been recorded, Moore’s ledger 
appears as follows: 


Cash Accounts Payable 


$2,500 1 
400 

1 

! 


$ 500 

1,000 

100 

, $1,000 

! 

i 

Robert ^Ioore, C.apital 

Repair Equip.ment 


$2,500 

S.ALE5 

$2,000 

! 


i 


: $400 

! 

Supplies 


Rent Expense 

$500 



$100 ■ 


At tliis point the complete accounting equation would be as follows: 
Assets $3,S00 = Liabilities $1,000 -r Proprietorsliip $2,500 4- Income $400 
— Expense $100 


’The principal income account of most businesses is entitled “Sales.'* Other titles 
may be used, howei-er, -svhen they are appropriate. For example, the principal income 
of a bank may be called “Interest’’; of a professional man. “Professional Fees." 
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THE THEORY OF A separate account is constructed for each 

DEBIT AND CREDIT jjjp balance sheet and the profit and 

loss statement If additional information is to be shown on either 
statement, additional accounts must be constructed to supply it The 
number of accounts to be opened in the ledger depends on the nature 
of the transactions and the extent of detail desired on the accounting 
statements 

E^ach account is di\aded into three parts a space for the name of 
the account and two separate sections below the name The left 
section of the account is called the debit side and the nght section ls 
called the credit side ^Mien items are entered on the left side of the 
account the> are called debits and the account is said to be debited 
WTien Items are entered on the nght side of the account, they are 
called credits and the account is said to be credited The difference 
between the total debits and the total credits of an account is called 
the balance of the account regardless of whether that difference is a 
debit or a credit 

In the store equipment account 
show n at the nght the four debits 
of $400 $G00 $300 and $500 repre- 
sent the cost of store equipment 
acquired and the one credit of $300 
represents the return of the third 
item The babnee is $1 800 -$300 
or *51 500 

Amounts owed to a creditor are entered on the nght, or credit side 
of the accounts pa>able account WTicn a payment is made to a 
creditor, the amount paid is entered 

on the left side of the accounts Accounts Payable 

paj able account as a debit, because 
the balance ow ed is decreased In 
the accounts pa>Tible account 
show n at the nght, the credit items 
of $700 and $900 represent amounts due for purchases on account, and 
the debit item of $700 represents the amount paid for the first purchase 

The onginal imestment of the propnetor is entered on the nght, 
or credit, side of his capital account Increases in propnetorship are 
entered on the credit side, decreases on the debit side 

The theory of debit and credit, in its application to babnee sheet 
accounts is illustrated b> the diagram at the top of the following page 
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Any Asset Account 


Debit 


Increases 


Credit 


Decreiises 


An*y Liability Account 
Debit Credit 


Decreases 


Increases 


Any Proprietorship Account 
Debit Credit 


Decreases ■ Increases 


A business transaction affects not less than two accounts. K only 
two accounts are affected, one must be debited and the other must be 
credited for a like amount. Tliis equality of debit and credit is inherent 
in the equation presented in Chapter I (Assets = Liabilities -f-Pro- 
prietorslnp) and is the basis of what is known as the dovhle-cnfrij sii^fem 
of recording. In the double-entiw system the sum of the debit entiies 
in the ledger equals the siun of the credit entiies. 

If a transaction affects tu'o asset accounts, it must represent an 
increase in one asset and a decrease in the other. The receipt of cash 
in pa:iTnent of a customer's account reprasents an iua-ease in the asset 
Gasli and a decrease in the asset Account Receirable. If a transaction 
affects one asset and one liability account, both accounts must be 
increased or decreased in like amount. 

The theoiy of debit and credit in its application to profit and loss 
statement accounts is based on the relationsliip of these accounts to 
proprietorship. Tlie items in the profit and loss statement give the 
details that result in a net increase or deci'ease in proprietorship. Pi'ofit 
and loss statement accounts ai-e therefore a type of proprietorship 
account. They are sometimes called tanporuru proprietorship acr:ounts. 
since they are set up only to last through the fiscal or accounting period. 

Thera ai'e two types of profit and loss statement accounts: those 
that increase proprietorsliip and those that decrease proprietorship. 
The chief increasing account is sales or income from services. Fi'om the 
sales price, a.s has been said before, all costs and expenses must be 
subtracted. Cost and expense accounts ai'e therefore those that de- 
ci'ease proprietorsMp. Tliis is illusti-ated by the expanded accounting 
equation, together with the debit and a'edit schedule. 

Cost 

-AND 


Assets = Liabilities Proprietorship A Income — Expense 
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The Echedulo p\cn at the bottom of the proccdinj' page relates 
the debit and credit theor> to the expanded accounting equation 
It proMdes for all the groups of items in the balance, ‘'hect and the 
P’-ofit and loss statement and indicates the debit and credit treatment 
of each group Etco item that ina\ appear on either statement may 
be cla-ssified under one of the abo\e groups and its rebtion to debit 
and credit maj be determined thereb) 

The po iti\e side of an account is determined by the position of its 
classifjing parent in the accounting equation. The negative side is 
ah a} s the opposite of the po.iitivc side Thus Cash an a'set account, 
has adiition-s on the debit side and subtractions on the credit side, 
whereas Notes Paj able a liability account has addition* on the credit 
side and subtractions on the debit side Income and expense accounts 
commonly have entnes on onl> one side Thus Sales an income 
account commonJ> has additions only on the credit •'ide, and Sales 
Salanes an exp'^nse account commonly has additions only on the 
debit side 

The account serves as a mathematical device for sho ing increases 
and decroa'es in valu^ WTicn items arc to In' added they are placed 
on the same side of an account when items are to be subtracted from 
an Item or items prev iou.sl> entered in the account ihr > arc placed on 
the oppo ito side W hen the balance of an account is to b*' obtained 
the t\ 0 columns of figures are added and th^ «maller sum is deducted 
from the larger Obvioasl) the hum of the amounts entered on the 
left wde of an as. ct account should not bo k>s than the imounts on the 
nght Similarl) the «um of the amounts entered on the left side of a 
habiiitj account should not exceed the sum of thr* amounts on (he 
nght 


ACCOUNTMM^^ ^ customary to arrange accounts in the 

rw£ L£OC£K m tb** same order m v hjch they are 

IisUd on the accounting stalcm'^nts Current 
asset accounts preced*' fixed a'set accounts all a'set accounts com'' 
liefore liability accounts propnctorship accounts arc la.'^t in order If 
a Joose-Ieaf kdgTis u.v'd, anv n^v account n«df‘d as the result of anj 
traasaction can bo re-adilj insc’lcd into its correct place \S'hen ac- 
counts arc to Ik? op'^n^'d for a sene's of tran.saction.s it is adva.ab!e to 
plan the order of the accounts to conform to the tran..action.s to be 
recorded An estimate of the tran.^ction.> that will prcbablj b'' per- 
formed can lx* made from a stud} of the transactiorw of a previous 
penod or of a similar bu«tnes.s 
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DESCRIPTION OF A Siiice the number of accounts necessaiy for a 
SERVICE BUSINESS ser^■ice t^-pe business is less than the number 

needed for a merchandising tj-pe business, attention be given fii-st 
to accounting for the tmnsactions of a sermce tj-pe business. 

In any given business communitj*, the number of sermce tjyje 
businesses vill compare favorably with the number of merchandising 
businesses. It is only necessaiy to consider the frequence' of repair 
shops, real estate and insiuance agencies, theaters, and tiansportation 
agencies in any area to appreciate the large number and imrietj* of 
seinice businesses. 


ILLUSTRATIVE CASE Donald Cahnn, C.P.A., who prepared the 

financial statements shovm in the two pre- 
vious diaptere for James Hiatt, opened a public accounting ofiice in a 
subiu'ban shopping center in October, 1949. IWle he was engaged in 
professional practice, his actimties, like tliose of lawyers, doctors, and 
dentists, had their business aspects. If a professional man is to succeed 
in his profession, his income from fees must exceed his operating 
expenses sufficiently to leave liim a net profit, comparable with the 
salary he might be paid as a professional employee. 


ILLUSTRATION OF A In order to show the application of the theor}* 

TRIAL^BA^LA^E^^ debit and ci-edit to items appealing on 

statements, the transactions for Donald Cal- 
ifin, C.P.A., for the month of October m'e given on the folloiving pages. 
In connection with each transaction, the accounts affected are related 
to one or more of the classifying gi'oups in the expanded equation 
given on page 55. Eadi enti'y in eadi account is given the transaction 
letter to fadlitate compaiison of the entiies. 

(a) Donald Cahin, C.P.A.. in opening a public accounting practice, 
invested $2,800 cash, an office desk and chair vith a cost of $200, and 
a libraiy costing $1,000. 


Asset Propkietorship 


+ 

1 

— 

1 


Cash 

Donald Calvin, Capital 

(s') 

$2,800 1 

Office Equipment 


(a) $4,000 

(a) 

$200 1 




Library 



(al 

$1,000 1 
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Tliis transaction increased the asset account Automobile, and that 
account was therefore debited for S1,S00. The asset account Cash 
was decreased and was credited for ?600. The liability* account Ac- 
counts Pa^mble was increased br the difference between the total cost 
of the auto, $1,800, and the casli payment, $600, and was credited for 
$1,200. The record of the transaction was expressed as follows: “Debit 
Automobile, $1,800: credit Cash. 8600, and credit Accounts Pa^mble, 
81,200.” 

(e) Paid Dams Equipment Co. 8500 cash. 

Asset Liabiuty 

\ I ^ 

I < i 


Cash 


(a) 


§2,800 


(b) 

(d) 

(e) 


8150 

600 

500 


Accouxts Payable 


(e) 8500 j ^c) 81,000 

1 (d) 1.200 


Tliis transaction reduced the liabiliti' account Accounts Parable, 
and that account "was therefore debited for 8500. The payment also 
reduced the cash account, and the asset account Cash was therefore 
ei'edited for $500. 

(f) Ruchased office supplies for cash, $200. 


Asset 


1 ' 

“T I 

Cash 


(a) 82,800 

fb) 

8150 


(d) 

600 


(e) 

500 


(f) 

200 

Office Supplies 



(f) 8200 1 


Transaction (f) represented the 
exchange of one asset. Cash, for 
another asset, Office Supplies. The 
office supplies account was debited 
for 8200 to record the increase and 
Cash was ci'edited for $200 to 
record the deci'ease. 


(g) Peceired $150 cash, professional fees for sei-vices rendei'ed a 
client. 


Asset 


IXCOWE 


Case Pkofessioxal Fees 


I.a) 

82,800 j 

vb) 

8150 

(g) 

150 i 

(d) 

600 



(e) 

500 



(f) 

200 


8150 
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The cash account debited because the asset was increased. 
Professional Fees ^\-as credited because this income account, which 
represented proprietorship, was increased. 

ih) Paid insurance premiums for year, $120. 


Asset 



- 

Cash 


) (b) 

$150 

) (d) 

COO 

( 0 ) 

500 

(t) 

200 

(h) 

120 


I'KLPAID I SSURASCE 
(b, 5120 


In this transaction the asset 
Prepaid Insurance was increased 
and the asset Cash was decreased 
by $120 Prepaid Insurance ivas 
therefore debited and Cash was 
credited. 


(i) Paid biweekly salanes, $350. 


Asset 


Cash 


$2, $00 

lb; 

$150 

160 

(d) 

600 


(e) 

600 


(0 

200 


(h) 

120 


(I) 

350 


Expense 


Salaries Expense 
(11 ?350 1 


This transaction represented a cash payment for biweekly salaries. 
The expense account was debited; the cash account was credited. 

(j) Received a $200 fee for professional services (See trans- 
action (g),) 

(k) PuTchasc'd books ior bbrary, $100 (See transaction (h) ; debit 
the asset account Librarje) 

(l) Recehed a $100 fee for professional sersices. (See trans- 
action (g).) 

(m) Recei\ed a $150 fee for professional services (See trans- 
action (g).) 

(n) Paid telephone bill, $30 (See transaction (b); debit Miscel- 
laneous Expense.) 

(o) Paid miscellaneous bills, $150. (See transaction (b); debit 
Miscellaneous Expense.) 



Ch. 4] 


ACCOUNTS AND THE TRIAL BALANCE 


61 


(p) Paid biweekly salaiies, $350. (See transaction (i).) 

(q) Received a S300 fee for professional serwces. (See trans- 
action (g).) 

(r) "Witlidrew $300 in casli for personal use. 


Asset Peopkietorship 


+ 


Cash 


(a) 

$2,800 . 

(b) 

$150 

(g) 

150 

(d) 

600 

0) 

200 ' 

(e) 

500 

a) 

100 

(f) 

200 

(m) 

150 

(li) 

120 

(q) 

SOO 

d) 

350 



(k) 

100 



(n) 

SO 



(0) 

150 


i 

(P^ 

350 


> 

f 

(r) 

300 


Dovaid CAl.^T^^ Personal 
(r) ?300 I 


In this case the witlidrav-al by the proprietor was not designed to 
decrease liis capital investment of $4,000. but was meant to be a sub- 
traction from profits being earned. It was likely that tliis amount had 
already been earned, but the accounting 'report of the amount of 
earnings would not be made until the end of tlie month. The with- 
drawal was therefore set up in a separate proprietorship account, 
Donald Calvin, Personal, which was debited; was, of coiu^se, 
a'edited, 

« * 

(s) Paid automobile expenses for month, $90, (See transaction 
(b) : debit Automobile Expense,) 

(t) Sent bills to chents for services rendered in October, $S00. 


Asset Income 



Accounts Receivable 


Professional Fees 


(rl SSOO 


(c'l $150 

(Ti 200 

d) 100 

(ml loO 

(q) SOO 

(t) SOO 
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This transaction represented charg«» to clients for work done up to 
the end of the month and should be reflected by a debit to Accounts 
Rocoirable, as this asset was increased, and by a credit to Professional 
recs, as this income account was increased. 

In the following illustration, transactions (a) to (t) are shown 
entered in accounts identified with major account classifications Each 
transaction should be traced to its proper account, and its relation 
to the expanded accounting equation should be determined 
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THE TRIAL BALANCE Since the debit resulting from each ti’ans- 

action is equal to the credit resulting from 
that transaction, the total of the debits in all the accounts should equal 
the total of the credits in all the accounts. A test of the equality of the 
debits and the credits is made at intervals, usually at the end of each 
month. Such a test is known as a trial hahnce. 

The trial balance serves to smnmai'ize the information shown in 
detail in the ledger. This summaiy is alwaj^s prepared at the end of a 
fiscal period and prondes most of the information needed to prepai-e 
the balance sheet and the profit and loss statement. 

A trial balance maj?- be taken by listing the total of the debits and 
the total of the credits of eacli account, adding these totals of the 
accounts, and then comparing the sum of the debit totals vith the 
sum of the credit totals. A preferable method, however, is to use the 
dift’erence between the total of the debits and the total of the credits 
of each account; that is, to obtain the debit or the credit balance of 
the account and then to list tlie debit and the credit balances of all 
the accounts on the ti-ial balance. If the sum of the debit balances 
equals the sum of the credit balances, it is e\ddent that the debits and 
the credits in the ledger are equal. A trial balance of the ledger of 
Donald Cahnn, prepared according to the latter method, is illustrated 
below: 





Trial Balance 
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PROOF PROVIDED BY The trial balance does not give a complete 
THE TRIAL BALANCE proof of the bookkeeper's «ork It shows 
onlj that the debits and the credits are equal This is \’aluable in 
formation, however, since errors frequentl> affect the equality of the 
debits and the credits, and are indicated b> a trial balance that is out 
of balance The tnal balance docs not, of course, prove that the proper 
account has been debited or credited or that the debits and the credits 
are for the proper amounts It is therefore important that the accuracj 
of the figures be determined before they are entered in the bookkeeping 
record and that care be taken to record the entnes m the proper 
accounts. 


QUESTIONS 


1 Winch of the following accounts are most likely to have debit balances 
Cash Capital Accounts Receivable, Rent Expense Accounts Payable 
Equipment’ Give reasons for your answer 

2 Frank Warren, a retail grocer asseru that he can very easily prepare 
a statement of his assets and his liabilities at any time and that bo does 
not btlitvt It is necessary for him to record his transactions m accounts 
Do you think he is correct’ Why’ 

3 1 M D imm prefers to enter assets and additions to assets on the nght 
side of hi«. aeeounts and capital and capital additions on the left side 
(a) h It po-. iblt to folloi^ this plan’ (b) Do you recommend that he do so? 


4 The following accounts contain the record of the invastment made by 
Jack Hollci on October 1 and of fuc other transactions List the trans- 
actions and relate each to the expanded accounting equation 



Cash 

Accounts Payable 

Service Income 

(0) 

(e) 

$2 000 I (c) $1,000 
1,200 1 (d) 800 

! (f) 500 

(c) $1 000 j (b) $1,600 
({> 600 

j (e) $1,200 


Lquii JiEST 

Jack Holley, Capital 

Operating Expenses 

(b) $1 500 1 

1 (a) S2.000 

(d) $800 1 


5 During October cash amounting to $4,500 was received by Luxury 
Laundo During the same month $5,000 m cash was paid (a) How were 
these facts shomi m the cash account’ (b) Does it follow that October 
produced an operating lo>s of $500? 
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6. A bookkeepei* takes a trial balance showing that the total debits in the 
ledgei’ accounts ai'e equal to the total credits. If a tidal balance showing 
the balance of each account were taken from this ledger on the same date, 
would the trial balance totals be equal? 

7. At the end of the yeai’ (before he prepai-es his income tax statement), 
James Ti'acy has an accountant examine his books to determine whether 
thej'' are correct. The auditor finds six mistakes. Tracy had taken a trial 
balance each month, but this procedure had not disclosed the eiTors. He 
therefore considers dispensing with the tidal balance in the futui-e. (a) Do 
you consider this ad^dsable? (b) Suggest the tjqies of errors that Tracy 
might have made and that would not have been shown by his trial balance. 


PROBLEMS 

I. Robert Bishop is a tax attorney. The accounts in his ledger are: Cash; 
Accounts Receivable; Office Equipment; Library; Notes Payable; Ac- 
counts Payable; Robert Bishop, Capital; Robert Bishop, Personal; Pro- 
fessional Fees; Operating Expenses. 

On January’' 1 of the cmrent year Mr. Bishop’s assets, liabilities, and 
proprietorship were as follows: 

Cash $1,000 Library $ 8,000 

Accounts Receivable 4,000 Notes Payable 3,000 

Office Equipment 2,000 Robert Bishop, Capital .. . 12,000 

Insimcfiovs: (1) Open “T” accoimts for all of Mr. Bishop’s accounts. 
(2) Record the beginning balances in the appropriate accounts. Identify 
the balances in these accounts by “Bal.” 

During the month of January the following transactions were com- 
pleted: 

(a) Invested an additional $5,000 in cash. 

(b) Purchased on account law books and tax ser\dces amounting to $450. 

(c) Received $3,500 cash from a debtor on account. 

(d) Paid the bank $2,500 to apply on the note payable. 

(e) Paid the amount due on the law books and tax sendees, $450. 

(f) Billed a client for $2,000 and charged the accounts receivable account. 

(g) Collected $4,500 from other clients for legal work completed during 
the month. 

(h) Paid in cash operating expenses of $4,000. 
fi) Withdrew $1,500 for personal use. 

Instntciions: (3) Record the transactions in the “T” accounts. Identifj’^ 
each debit and each credit by the letter given for that transaction in the list 
of ti'ausactions. 

(4) Take a trial balance as of Januarj’’ 31 of the current year. 
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2. On March 1 of the current >ear Ralph Blum opened a restaurant He 
used the following accounts m his ledger Cash, Equipment, Restaurant 
Supplie-,, Notes Pajable, Accounts Pajablc, Ralph Blum, Capital, Ralph 
Blum Personal, '^alca, Food Purchases, Salaries, Rent Expense 

During the month of March the following transactions were completed 

(a) In\03tcd the folloi- lOg as«cts Cash, $1,500 Equipment, $4 850, 
Restaurant Supplies $275 TbefoIlowingJjabjJjtjesweroaJsoassumed 
Notes Pa> able $4 000 Accounts ra> able, $150 Mr Blum’s capital 
was $2 475 

Puichasftd on actount, additional cestaurant equipment $500 

(c) Purchased on account restaurant supplies, $275 

(d) Sales for March were $1,000 cash 

(e) A summary of the cash payments showed Food Purchases, $2,005; 
Salaries, $9C0 Notes Payable, $1 000, Accounts Payable, $400 Total 
cash paid out was $4 3C5 

(f) Rent m the amount of 10 <, of gross sales of $4,000 is payable to the 
landlord (Debit Rent Expense and credit Accounts Payable ) 

(g) Withdrew $750 for personal u«e 

/ngfruchons (I) Record the foregoing transactions m "T” accounts 
Identify each debit and each credit by the letter giicn for that transaction 
(2) Prepare a trial balance as of March 31 of tbc current year 

3 B D Nash plans to operate the Bonded Messenger Service The 
accounts m his lodger are Cash, Dclitcry Equipment Prepaid Insurance, 
Supplies, Votes Payahlo, Accounts Payable, B D Nash Capital, B D. 
Nash Personal, Messenger Income, Dnvers’ Commissions, Dispatchers’ 
Salaries, Rent Expense, Gas Oil, and Repairs, Ltihtics 

lolloping arc the transactions for April of the current year, the first 
month of operations 

(a) Invested $1,000 cash 

(b) Paid cash for April rent, $150 

(c) Purchased delivery equipment for $5 000, giving $500 cash and a note 
payable for the balance 

(d) Cash reeeipta for the first week arc $1,000 

(e) Paid dn%era' commissions of one half of week’s receipts, $500 

(f) Purchased supplies on account. $350 
it) Cash mcipts for the second •week are 

(h) Paid dnvera' commissions of one half of week’s receipts $COO 

0) Purchased insurance for cash, $000 {Debit Prepaid Insurance.) 

0) Paid $500 cash on dehiciy equipment note 

(k) Cash receipts lor third and fourth weeks are $2 400 

0) Paid drivers’ commissions of one half of receipts, $1,200 

(m) Paid cash for gas, oil, and repairs, $200 

(n) Paid cash for dispatchers’ salaries, $450 

(o) Withdrew $400 for personal use. 

(p) Paid cash for utilities, $100 

Inxiructions' (1) Record the foregoing transactions in “T” accounts, 
fdcntify each debit and each credit by the fetter gfien for that transaction 
(2) Prepare a trial balance as of April 30 of the current year 
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TRIAL BALANCE AND The balance sheet and the profit and loss 
s^TE^NT^ statement have already been presented as the 

finished products of accounting. The trial 
balance, explained in the pre\dous chapter, provides most of the 
information needed for the preparation of these statements. The items 
in the trial balance ai’e ainanged m such an order that the balance 
sheet items come first and the profit and loss statement items come 
last. For example, in the ti’ial balance of Donald Calvin on page 63, 
all accoimts from Cash to Donald Calvin, Personal are balance sheet 
accomits; all accounts from Professional Fees to Miscellaneous Expense 
are profit and loss statement accounts. 


Bal.\nce Sheet Accounts 
Cash 

Accounts Receivable 
Automobile 
Office Equipment 
Library 
Office Supplies 
Prepaid Insurance 
Accounts Payable 
Donald Cahdn, Capital 
Donald Cal^dn, Personal 


Profit and Loss Statement Accounts 

Professional Fees 
Salaries Expense 
Rent Expense 
Automobile Expense 
Miscellaneous Expense 


Trial B.alance Accounts of Donald Calvin 


If the amounts in the trial balance were the coivect amounts for 
the statements, it would be a simple matter to airange the fii*st group 
of items in the proper form for the balance sheet and the second group 
in the propei' form for the profit and loss statement. The amounts 
would be con*ect for this pm-pose if all transactions recorded in the 
accoimts coincided exactly with the accounting period. For example, 
if the exact amoimt of office supplies piu’diased were used and if 
insiu'ance and rent applied only to the period covered by the profit and 
loss statement, no changes in tilal balance amoimts for these items 
would be needed when statements are prepas'ed. It is obviously im- 
possible to aiTange transactions to avoid caia-y-overs between account- 
ing pei'iods. It is therefore necessaiy for accomifing to proidde a means 
of meeting tins business condition. This chapter deals with the ac- 
counting procedm'e that provides coiTect amoimts for the balance 
sheet and the profit and loss statement. 
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MIXED ACCOUNTS AND An account With a balance that is partly a 
BUSINESS OPERATIONS jjjjiance sheet amount and partlj a profit and 
loss statement amoimt is called a mixed account For example, the 
tnal balance amount for Office Supplies shows the total of all supplies 
purchased dunng the penod plus tho^ on hand at the b'^ginning of 
the penod B> taking an inaentory, or count of office supplies at the 
end of a fiscal penod it is possible to find out how much has been used 
The tnal balance figure is called a mixed account since it include^ the 
office supplier used plus those on hand The account is mixed there 
fore, because it includes the supplies on hand a balance sheet item, 
and the supplies used a profit and loss statement item 

The adjustment of mixed accounts consists in determining the 
correct balance sheet and profit and loss statement amounts for any 
tnal balance item that is mixed Usually adjustments are made neces- 
sary because of business operations that are not recorded currently 
Office supplies purchased from outside suppliers are recorded currently 
and appear in the trial balance but the amount used day by day is not 
recorded and requires an adjustment at the end of the accounting 
penod 

In other cases an account that is w holly an asset at the time it is 
acquired may become an expense with the passing of time A payment 
for insurance is an asset Prepaid Insurance at the time of payment, 
but It will expire month by month and will ultimately become an 
expense At the end of any month dunng the life of the insurance, a 
part of the account balance is an expense and the rest is an asset 

\Miether an account is a mixed account dunng the accounting 
penod need not be considered if it is knoivn that it will be'^ome wholly 
an expense before the end of the penod For example a payment for 
one month s rent is wholly an asset if the rent is paid on the first of 
the month but it will become wholly an expense by the end of the 
month It IS therefore debited to Rent Expense an expense account. 
If, howcier, the rent payment covers more than one month it is 
like prepaid insurance above and is debited to the asset account 
Prepaid Rent 

It IS necessary to establish a practice for the recording of trans 
actions alTecting mixed accounts A purchase of office supplies might 
be debited to the asset account Office Supplies or to the expense account 
Office Supplies A purchase of insurance might be debited to the 
asset account Prepaid Insurance or to the expense account Expired 
Insurance In this chapter and those that immediately follow, such 
transactions will be debited to asset accounts 
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ADJUSTMENTS The nature of adjustments can best be illus- 

ACCOinrrs^*^ trated in accomits. Accounts ndtb Office 

Supplies and Office Supplies Used are sbo\vn 
below. Dining the month, office supplies were pinchased for $200 
and the office supplies account was therefore debited for that amount. 
x4t the end of the month it was fomid that the inventory of office 
supplies was $150. It was therefore effident that office supplies worth 
$50 had been used. The expense of the office supplies used was recorded 
in the office supplies used accoimt by a debit of $50. The decrease of 
the asset, Office Supplies, was recorded by a credit of $50. The two 
accomits after this adjusting entry liad been recorded ai’e: 


Office Supplies 


Office Supplies Used 


$200 


Adjustment $50 Adjustment $50 


The office supplies accoimt now shows a balance of $150, which is 
the asset; the office supplies used accomit shows a balance of $50, 
whicli is the expense. 

Prepaid Insm'ance is another mixed accoimt that requires adjust- 
ment at the end of a fiscal period. A debit balance in tliis account 
represents in part an expense of the current period and in pait a 
deferred charge applicable to futm-e periods. The expense of the 
cmTent period should be transfeiTed to an expense account. Insurance 
Expense. 

If a pajmient of $120 was made for one yeai-'s insiuance, the 
monthl}’' charge was $10. The insui*ance expense account should there- 
fore be debited for $10 to show an increase in that expense and the 
prepaid insurance accoimt should be credited to show a decrease in 
that asset. The two accounts after tliis adjusting enti-y was recorded 
ai'e shovni below; 


Prepaid Ixsuraxce 


$120 


Adjustment $10 


Iksuraxce Expekse 

Adjustment $10 


The prepaid insm'ance account now shows a balance of $110, which 
is an asset; the insiuance expense account shows a balance of $10, 
wliidi is an expense. 

At the end of a fiscal penod not only must mixed accounts be 
adjusted, but also certain other accounts must be brought up to date. 
For example, dming the month Donald Calinn paid salaries biweekly. 
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Iheic salanes uere charged to the salanes expense account At the 
end of the month he o\\cd hi* emplo>ees for the salanes that thev had 
earned since the last pa\daj It vias therefore necessarj to make an 
adjustment debiting the expense account Salanes Expense for the 
salanes that had been earned bj the cmplojees but not paid to them 
and crediting the liabihtj account Salanes Payable for the sahnes 
that were owed After this adjitetment was made the salanes expense 
and sahnes payable accounts appeared as follows 


SALAimS EXfFSSL SALAKinS PAYABLf 


f laO 


Adjustment $100 

3o0 



Adjustment 100 




The first tw o debits m the salanes expense account were the bi- 
weekl> pajmcntsof $3a0each B> reference to the pajToll.itwasfound 
that the salanes earned between the last pa>da> and the end of the 
month amounted to SlOO The salanes expense account was therefore 
debited for $100 and the salanes pajable account was credited for the 
same amount After this adjustment the salanes expense account 
showed a debit balance of $800, the actual expense for the month to be 
reported on the profit and loss statement and the salanes pa>able 
account showed a credit balance of $100, the amount to be reported 
on the balance sheet as a liability 

Business operations, as distinct from business transactions, are 
continuaIl> affecting items recorded in ledger accounts Supplies are 
asod insurance expires, x ages and salanes accrue All these effects of 
operations on account balances are recognized at the time the account- 
ing statements are prepared This procedure axoids the necessitj of 
recording currentlj the internal transactions that affect account bal- 
ances Adjastment procedure is a logical labor-saxnng dexice that 
records in one amount all the internal transactions of an entire penod 

THE DONALD CALVIN The adjastments discussed on the preceding 
WORK SHEET pages of this chapter provide the account 

balances that are needed for the profit and loss statement and the 
balance sheet. But before the adjustment* are actuall> recorded m 
the accounts themsehes, it is usually customary to prepare a form 
known as a xcorl sheet The use of the work sheet helps to avoid the 
possibilit> of an adjustment being overlooked It also provudes a 
proof of the accuracj of the work and arranges all data m a logical 
form for the preparation of the statements. 
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The work sheet of Donald Cal\dn is illustrated on page 72. Note 
that the heading of tliis work sheet shows the period covered. This 
information mil later he needed for the profit and loss statement, 
which mil be prepai’ed from the work sheet. The work sheet illus- 
trated has ten money columns and is therefore laiovm as a ten-column 
vjork sheet. The money colmmis are aiTanged in five paii’s of colunms 
headed as follows: 

1. Ti’ial Balance. 

2. Adjustments. 

3. Adjusted Tidal Balance. 

4. Profit and Loss Statement. 

5. Balance Sheet. 

As the fii'st step in the prepai-ation of the work sheet, the trial 
balance is entered in the columns at the left. The fh’st two money 
colunms, headed “Tidal Balance,” ai'e then totaled to prove that the 
debits ai-e equal to the credits. 

Next the adjustments required at the end of the period are recorded 
in the Adjustments columns. These adjustments ai'e as follows: 

(a) The value of the inventory of office supplies is $150. The office 
supplies used therefore were worth $50, the difference between the 
balance of the office supplies accomit, $200, and the value of the 
inventory, $150. An adjusting entry is made crediting the asset account 
Office Supplies for $50 and debiting the expense account Office Supplies 
Used for the same amount. The ci-edit is recorded in the Adjust- 
ments Cr. colunm on the line mth the office supplies account. Since 
the accoimt Office Supplies Used does not appear on the trial balance, 
it is mdtten in the Name of Account column on the fust line below the 
trial balance totals, and the debit is recorded in the Adjustments Dr. 
colunm. 

(b) As 1/12 of the prepaid insm’ance of $120 has expned, the value 
of the asset Prepaid Insm-ance has decreased by $10 and insiuance 
expense of $10 has been inciuTed. The adjusting entiy shoAvn on the 
work sheet therefore credits Prepaid Insm-ance for $10 in the Adjust- 
ments Cr. colunm and debits Insm-ance Expense for a like amoimt in 
tlie Adjustments Dr. colunm. Smce the accomit title Insm-ance Ex- 
pense does not appear on the ti-ial balance, it is wi-itten in the Name of 
Account colunm on the fu'st available line. 

(c) Salaiies owed at the end of the month amomit to $100. The 
salai-ies expense accoimt is therefore increased by a debit of $100 in the 
Adjustments Dr. colunm and the salai-ies paj-able account is ci-edited 
for $100 in the Adjustments Cr. colunm. Since the account title 
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Salaries Paj’^able does not appeal’ on the ferial balance, it is wiitten in 
the Name of Account colmnn on the first blank line. 

Corresponding entries in the Adjustments columns ai’e designated 
by the same letter for the convenience of those using the work sheet. 
The need for such designating letters vdll be more apparent in later 
work sheets having many adjustments. 

In order to prove the acciwacy of the amounts entered in the Adjust- 
ments colmnns, these colunms should be totaled. Wlien tliis is done, 
the totals are fomid to be $160. If the two columns are not in balance, 
the entries should be checked mitil the error is discovered and corrected. 

The Ti’ial Balance colunms and the Adjustments columns now 
contain all the information required to prepai’e the profit and loss 
statement and the balance sheet. To facilitate transfer of this uiforma- 
tion to the proper profit and loss statement and balance sheet columns, 
it has been found helpful to combine the first fom* columns into a new 
pair of colmnns headed "Adjusted Tiial Balance.” 

Each item appearing in the Name of Account colmnn is carried 
over into the Adjusted Ti'ial Balance colmnns. Cash is canied over 
to the Adjusted Trial Balance Dr. colunm vdthout change, because 
this amount has not been adjusted. The othei* current and fixed asset 
accounts — Accounts Receivable, Automobile, Ofiice Equipment, and 
Library — are treated likevdse. In the case of Office Supplies and Pre- 
paid Insurance, the credit amounts in the Adjustments Cr. column 
ai'e subtracted from the debit amounts in the Tidal Balance Dr. 
column, and the net figures, $150 and $110, ai’e cairied over into the 
Adjusted Tidal Balance Dr. column. 

This procedure is followed until the Adjusted Tidal Balance colmnns 
contain every item in the original trial balance and all the adjustments. 
The Adjusted Tidal Balance columns are then totaled and ruled as 
shovm in the illustration to prove that, after the adjustments have 
been made, the debits are still equal to the credits. 

The amomits in the Adjusted Trial Balance columns are then 
transferred to the proper columns under "Profit and Loss Statement” 
and “Balance Sheet.” The asset items are transferred to the Balance 
Sheet Dr. column; the liability and capital items, to the Balance 
Sheet Cr. column. The balance of the proprietor’s personal account 
represents a deduction from propidetorsliip and is therefore extended 
into the Balance Sheet Dr. column. 

All the other items on the original trial balance represent income 
and expenses and are therefore extended into the Profit and Loss 
Statement colmmis. Since tlie balance of the professional fees account 
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rcprc'^nts income, it is entered m the Profit and Loss Statement Cr. 
column The amounts of Satanes Expense, Rent Expense, Automobile 
Expen'e, and Miscellaneous Expense represent expenses and are there- 
fore extended into the Profit and Loss Statement Dr column 

The first two items entered on the work sheet below the onginal 
tnal balance are expense items and are therefore extended into the 
Profit and Loas Statement Dr column The last item, Salaries Pa>- 
able, IS a habilitj and is extended into the Balance Sheet Cr column 
After all the amounts ha\e been extended into the Profit and Loss 
Statement columns and the Balance Sheet columns, these columns are 
totaled The difference between the total of the Profit and Loss State- 
ment Dr column, $1,280, and the total of the Profit and Loss State- 
ment Cr column, $1,700 is the amount of the net profit for the penod 
The net profit of Calvin is therefore $120 If the work sheet has been 
completed correctlj, this amount, $420, is also the difference between 
the total of the Balance Sheet Dr column and the total of the Balance 
Sheet Cr column, because the increase m the propnetorship during the 
period plus the withdrawals should equal the profit for the penod 
In other words the profit for the penod, $420, is made up of $300 of 
drawings plus $120 increase in propnetorship 

The amount of the profit, $420, is added to the total of the Profit 
and Loss Statement Dr column to show that the expenses plus the net 
profit are equal to the total of the Profit and Loss Statement Cr 
column The same amount, $420, is then added to the total of the 
Balance Sheet Cr column The sum obtained by this addition is equal 
to the total of the Balance Shoot Dr column 

The totals of the four columns under the headings “Profit and Loss 
Statement" and “Balance Sheet” are brought down to the same line, 
and the columns are ruled with double lines The work sheet has now 
been completed and can bo used m the preparation of the statements 
Since the work sheet is, as its name implies, ased to assist in record- 
ing acljustmonts and in prepanngdatafor the profit and loss statement 
and the balance sheet and is not a pnncipal statement itself, it is 
customiri to prepare it in pencil It is not a formal statement and 1*5 
not submitted to the proprietor or others interested in the business 

statement for Donald 

STATEMENT Calvin fo^ the month ended October 31 maj 

now be prepared from the w ork sheet. All 
the figures required are obtained from the Profit and Loss Statement 
columns The profit and loss statement is rficrm on the opposite page 
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Profit and Loss Statement 


The profit and loss statement shows Salaries Expense to be 47 per 
cent ($800 $1,700). Tins is almost half the total income and may 
indicate the need for additional business or pai't-time emplo 3 nnent for 
one of the employees. The percentage of gross income retained by 
Donald Calvin, C.P.A., is approximately 25 per cent ($420 -f- $1,700). 
Tins is probabl}’- due to the fact that October is tlie fii-st month of oper- 
ations and the volume of professional fees is just getting started. 
hli'. Calvin should watch carefully in the following months for favor- 
able changes in tliese percentages. 

The amount of Miscellaneous Expense is, perhaps, too large in 
comparison until other expense items. It would be advisable to make 
an analj-sis of the $180 of miscellaneous expense and to set up one or 
two specific expense accoimts to provide more explicit information. 


THE DONALD CALVIN The data for the Donald Calinn balance sheet 
BALANCE SHEET gj.g Balance Sheet columns of 

tlie work slieet. All of the items appeainig on the balance sheet, to- 
gether until the correct amounts, ai'e available in these columns. The 
balance slieet prepai’ed from these data is shown on page 76. 

It sliould be noted tliat, for balance sheet purposes, the amounts 
owed to CTeditors ai'e sliown as one item, Accounts Payable. Examina- 
tion of other balance sheet items will show that most of them represent 
groups rather than separate details. Office Equipment, Libraiy, Office 
Supplies, and Salaiies Payable, for example, stand for several individual 
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Item's, lu later dmv'^ers the accouating tor a detaUed record will be 
pxplainwJ 

The form of balance ‘;h(ot used previously is known as the account 
Jorm Tlie form used m the balance Khcct illustrated above is known 
as the report Jorm The two forms are much the same, except that 
in the account form the liabilities and the propnetorehip are written 
at the right of the assets, while in the report form they are written 
below the assets. Tlic account form usually requires a very wide 
form or a double page, cspf^ially when account titles are long and 
amounts arc iarge. WTien a wide form Is undesirable, the report form 
is u'wl 
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CLASSIFICATION The principal classes of accounts to be found 

OF ACCOUNTS ledger have been presented in this and 

the preceding chapters. The number of accounts in the ledger is deter- 
mined by the number of items on the balance sheet and the profit and 
loss statement. The order of accoimts in the ledger should agi-ee vdth 
the order of items on the accounting statements. 

The chai't of accounts presented in the illustration on tins page 
shows the five major classes of accounts for the seiudce business illus- 
trated in tliis chapter. Under each major classification ai’e shovm the 
minor classifications. The accoimts ai'e identified irith each minor 
classification. 

The fii'st three classes proidde for the recording of transactions 
affecting items on the balance sheet; the last two classes, for the re- 
cording of transactions aft'ecting items on the profit and loss statement. 
The fii'st three groups ai’e permanent, lasting as long as the busmess. 
The last two groups ai-e temporaiy because they are closed at the end 
of each accounting period; their existence is therefore limited to the 
length of the accounting period. 


Bau-vncb Sheet Accounts 

1. Asset Accounts 

1. Current Assets 

1. Cash 

2. Accounts Receivable 

2. Fixed Assets 

1. Automobile 

2. Ofiice Equipment 
8. Library 

3. Deferred Charges to Expense 

1. Office SuppUes 

2. Prepaid Insurance 

2. Liability Accounts 

1. Current Liabilities 

1. Accounts Payable 

2. Salaries Payable 

3. Proprietorship Accounts 

1. Donald Calrin, Capital 

2. Donald Cahnn, Personal 
8. Profit and Loss Summary* 


Profit and Loss Statement Accounts 
4. Income Accounts 
1. Professional Fees 

0 . Expense Accounts 

1. Operating Expenses 

1. Salaries Expense 

2. Rent Expense 

3. Automobile Expense 

4. Office Supplies Used 

5. Insurance Expense 

6. ^Miscellaneous Expense 


Chart of Accounts for Donald Calvin, C.P.A. 


’The use of the profit and loss summary account is discussed and illustrated in Chap- 
ter VI. 
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1 Some enters call expenses expired assets Explain this term by the 
use of two example^ uacd m this chapter 

2 As. ume that a business paj s salancs on Saturday and that the salaries 
for all dajs are the same If sales salanes are $300 uceklj and ofTice 
salanta are $180 weekly what adjustments arc needed when the fiscal 
period endi on Tuesda> ’ on Monday^ on Thursday 


3 Give the adjustments indicated by the following information 



Store 

Prepa J 

Prepa d 

Office 

Sales 

OfTce 


Supp) C3 

Rent 

Insurance 

Supplies 

Salanes 

Salanes 

Balance August 1 

t oO 


$360 

$100 



August tran-sactions 

3‘>o 

$600 

210 

17o 

1500 

$300 

On hand August 31 
Unpa i August 31 

200 

500 

405 

90 

150 

50 


4 The following accounts from the ledger of W H Bell contain trans 
actions for the month of October of the current jear 


u 6 UOtl 

(b 

2 ’00 

d 8 000 , 

c) 

500 

1 

(e) 

7o0 


(f) 

4 000 


(e) 

2u0 


Prcpaid Iksur\ncc 


Sales 
I (d) 8 000 


\\ H Bill Caiital Salaiufs Exiinsb 
I (a) “6 000 (f) 4 000 


Sum li s 
(b) 2'ioo I 


TV II Bill Ifrsonal Misc Exfinsls 
(C) 2o0 I (ej 750 I 


(a) WTiat art the transactions recordc<I in the accounts^ 

(b) Prepare a ton-column worksheet using the follonmgdata supplies 
inventor} October 31, $400 prepaid insurance $450 salaries 
pavable, $400 


5 (a) In Question 4, what new accounts would }ou suggest that H 
Bell might set up’ (b) hat per cent of gross sales does he retain for his 
services? 
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PROBLEMS 


1. The balances in the ledger accounts of Robert Burns, D.D.S., on 
December 31 of the ciurent 5*ear are; 


Cash 

. . . $9,150 

Professional Fees 

. $25,000 

Accounts Receivable 

. . . 5,000 

Laboratory Expense . . 

. . 4,500 

Dental Supplies 

. . . 1,000 

Rent Expense 

. . 3,600 

Prepaid Insurance 

450 

Nurse’s Salarj’- 

3,100 

Robert Burns, Capital . . . 

. . 2,000 

Misc. General E.xpense. . . 

200 


Adjustments: 

Dental supplies on hand $350 

Insurance expired 250 

Nurses’ salary payable 20 


Ivsfrndions: (1) Prepare a 10-column work sheet for the yearly period. 
Identify corresponding debits and credits in the Adjustments columns with 
the same letter. 

(2) Prepare a profit and loss statement and a balance sheet in report form. 


2. The balances in the ledger accounts of Fred Momson, who operates 
the All Nations Emplojnnent Agency, are as follows on Januarj* 31 of the 
ciuTent year: 


Cash 

Office Equipment 

Prepaid Rent 

Office Supplies 

Fred klorrison, Capital 


$ 600 Fred klorrison, Personal $ 400 


500 Fees 1,400 

450 Salaries 240 

150 Misc. General Expense 60 

1,000 


Adjustments at the end of one month’s operations: 

Accrued fees (debit Fees Receivable) $250 

Salaries payable 30 

Prepaid rent 300 

Office supplies on hand 125 

Advertising payable to newspapers (debit Advertising Expense, 

credit Accounts Payable) 75 


Insfnicfions: (1) Prepare a 10-column work sheet for the monthly period. 
Identify corresponding debits and credits in tlie Adjustments columns with 
the same letter. 

(2) Prepare a profit and loss statement and a balance sheet in account 
form. 


o. The balances in the ledger accounts of George Baldwin, owner of the 
Baldtvin Gai'age, on April 30 of the ciurent 3-ear are as follows: 


Cash 

... $ SOO 

George Baldwin, Capital. . . . 

S3.290 

Accounts Receivable 

300 

Sales 

2,400 

Garage Equipment 

. . - 3.500 

Labor Expense 

740 

Garage Supplies 

. . . 1,000 

Miscellaneous Expense 

100 

Accoimts Paj-able 

750 
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Adju5tTicnts required at the end of one month’s operations are rent 
pnj-able, lO^c of sales, labor pajablc, ?C0, miscellaneous expenses accrued 
(credit Accounts Pajable) $40, garage supplies on hand, $580 

IntlrucUons (1) Prepare a 10-column ^^otk sheet for the monthly penocL 
Identify corresponding debits and credits m the adjustment columns Tinth the 
same letter 

(2) Prepare a profit and loss statement and a balance sheet in report form. 

(3) fa) hat per cent of sales 13 labor expense'’ 

(\i) W hat percentage of gross income 13 retained by Mr Baldwn? 

4 On July 1 of the current jear Nathan Fine opened a 24 hour cash and- 
carT\ dr> cleaning service The accounts in his ledger were as follows* 
Cash Machinery and Equipment, Dry Cleaning Supplies, Prepaid Rent; 
Prepaid Insurance Notes Pa>ablo, Accounts Pa>able, Nathan Fine, 
Capital, Sales, Labor Expense, Power Expense, Miscellaneous Expense 

During the month of July the following transactions were completed: 

(a) In\oslcd $2 000 cash 

(b) Purchased machinery and equipment for $5,000, giving $500 cash 
and a note pajabic for the balance 

(c) Paid cash for two months rent, $300 (debit Prepaid Rent) 

(d) Piircha'scd insurance on account, $360 (credit Accounts Payable). 

(e) Paid cash for drj cleaning supplies, $160 

(f) Cash sales for dn cleaning scrxicos July 1 to 15, $650 

(g) Made a $500 pa\ mtnt on the note pa> able — see transaction (b) 

(h) Purdiased dry cleaning supplies on account, $225 (credit Accounts 
Pasablt) 

(\) Paul insurance in full, see tran.^aclion (d) 

(j) Cash sales for dry cleaning services for balance of month, $700 

(k) Paid $15 cash for telephone and miscellaneous expenses and $45 
cash for eloclncitv and power 

0) Paid monthly w'agGj, $000 

At the end of the month the following adjustments were required: 
T)rj cloanmg work complete 1 and not >ct picked up and paid for 
bj customers (debit Accounts Receivable) $150 

Drj cleaning supplies on hand 175 

Insurance used up 30 

Rent — ecc transaction (c) 

Infiruelionji (1) Record the foregoing transactions in ‘ T ' accounts. 
Identify corresponding debits and credits by the letter given for that trans- 
action 

(2) Prepare a trial balance as of July 31 m the first two columns of a 
10-column work sheet 

(3) Complete the 10-coIumn work sheet 

(4) Prepare a profit and loss statement and a balance sheet in report form. 

(5) (a) \\ hat per cent of sales is labor expense'’ 

(b) What percentage of gro«3 income Is retained by Mr Fine? 
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TKS ACCOUHTIHG CYCLE 

ACCOUNTING AND Pi'e-^-ioiis cliapters have explained hov the 
BOOKKEEPING ti'ansactions performed by a business may be 

analyzed and how then effect on the financial condition of tlie business 
is recorded in accounts. Emphasis has been placed on the analysis and 
the summary of busuiess transactions. The recording phase, sometimes 
called bookkeeping, will be sti-essed in this chapter. Through book- 
keeping, aecoimthig must provide a complete record so that no im- 
portant event m the liistory of the business is omitted. Tins objective 
requires bookkeeping records beyond tliose aheady presented. 

In the fii'st place, the information that can be recorded in the 
accomit is meager. Since the account is a means by winch information 
is simnnaiized and classified, it does not give details. If the accoimt 
were expanded to sliow all the details that might be desii-ed, it would 
serve less well as a dertce for classifying and sunmiai'izing, which are 
its tu'o chief functions. 

Again, if rtansactions are recorded directly in accounts, eiTom made 
in the record cannot be corrected easily. As the debit and the andit 
resulting from a ti-ansaetion aie recorded in different accomits, a 
wrong amomit entered in an account, or a debit or a ciedit placed on 
the wrong side of an account, is difficult to locate. 

Ihially, it is difficult and tedious to enter transactions one by one 
in accounts. In a lai-ge business this method of recording transactions 
is impossible, for only one person at a time can conveniently work on a 
ledger and many employees ai'e requii'ed to make a record of all the 
ti'ansactions of such a business. 

For these reasons it is customary to make a preliminaiy record of 
ti'ansactions before they ai'e entered in accounts. Such a record is 
called a record of original cniry. It shows the debits and the credits 
resiilting from transactions and gives the descriptive data necessary to 
provide a permanent explanation of the ti-ansactions. From time to 
time the debits and the credits entered in the record ai'e transfened 
to the accounts in the ledger's, which in tinn constitute the basis of 
the accounting reports. 

liiffien business ti'ansactions ai'e i*ecorded in sequence as they occux* 
in a single recoi'd of original entry, tliat record is called a general 
journaL It possesses the advantage of a pei'fect chronological record 

8t 
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of the transactions of a bnsinoss. All the business of a day is recorded 
together so that it is easy to measure the transactions of any given day. 


CCNERAUJOVRNAl. _ 


_ 

C<Ul-^y , 

Mt 


Standard TlulinC for the General Journal 


it. 


An entry is recorded in the general journal in the following manner; 

The jear is imtton m small figures at the top of the first column 
It IS not written ogam on a page unless the year changes. 

The month of the first transaction is wntten on the first line in the 
first column at the extreme left. The name of the month is entered 
again only at the top of a new page or at the beginning of a new month. 

The day of each transaction is written in the second column on the 
fiftt lino by each transaction It is repeated for each transaction 
regardless of the number of transactions completed on the same day. 

The names of the accounts to be debited and credited and the 
explanation of the transactions are written in the Description column. 
The account to be debited is written first. The account to be credited 
is written on the following line and is indented about one-half inch. 
The explanation of the transaction is written on the next line and is 
indented about one inch. 

The explanation should describe the transaction sufTiciently to 
justify the accounts debited and credited. It should also contain any 
essential information relating to the transaction not othersvise recorded 
by the entry. 

The debit amount is written in the Debit Amount column opposite 
the name of the account debited. The credit amount is WTitten 5n the 
Credit Amount column opposite the name of the account credited. 

No entry’ is made in the column headed “Post. Ref.” (posting 
reference) at the time that the entry is made in the journal. The debits 
and the credits will later be transferred to the proper accounts in the 
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ledger. At the time this transfer is made, the page on which the accomit 
appeal’s in the ledger \wll be ^witten in the Posting Reference column. 
This process is explained on page 84. 

The second transaction may be recorded in the joui'iial on the line 
immediatel 3 ^ below the first transaction. Manj' bookkeepers, however, 
prefer to leave a blank line between transactions. 


STANDARD FORM The “T” accounts used in Chapters IV and V 
OF THE ACCOUNT constructed in the simplest form possible. 

VHiile this form of account serves the major account piu’poses, it 
does not pro^dde a complete record of all the information that it is 
useful to show in an account. adding special columns to the basic 
“T” account form, the standard ruling is obtained. It is illusti’ated 
below; 



DATE 

ITlAtt 

a 

CEBIT 

AMOUNT 

OATt 

ITEMS 

iGall 

CREDIT 

AMOUNT 

& 

/ 


/ 

' C-C ( 

0^0. 


/ 



J 0 0 

OJ> 


¥ 


/ 

/ 5 ( 

0.0- 
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0 0 
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-j 
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/ 
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0 0 



- 





30 


7 

(, 0 

0 0 








30 


?■ 

30 0 

0 0 
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Account with Several Entries 


The columns on both the debit and the credit side proTdde for: 
(1) the date; (2) a brief explanation of the entrj!-, if it is desired; (3) the 
page reference to the book of original BXitrj in which the transaction 
was recorded; and (4) the amoimt. 

Ledger paper maj’’ be pm’chased either vdth or vithout the printed 
headings shovm in tliis illustration. 

POSTING The process bj^ wliich the debits and the 

ci’edits recorded in the joimnal ai’e transferred 
to accounts is called posting. It consists in transferring each amount 
in the Debit Amount colmim of the joimnal to the debit side of an 
accoimt and in transferring each amoimt in the Credit Amount colunm 
of the journal to the credit side of an accoimt. The accomit to wliicli 
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each item Is to be ported ma> be detenmned from the title of the 
account stated m the journal AH debit items maj be posted first and 
then all crcxlit items «o that there \nll be less likelihood of posting items 
to the vTong side of accounts 

In posting a debit item to the ledger, it is customari to record the 
information m the foIlo\\nng order 

(1) The debit amount is entered m the Debit Amount column 

(2) The date is entered in the Date column on the debit «ride If the 
entr> is the first on that side of the account the date consists of the 
j oar in small figures at the top of the first column the month on the 
first line, and the daj of the month m the ♦second column The a ear 
and the month are not repeated on the same page unless thej change 
or unless the books are ruled in a manner illustrated later in this 
chapter The da> of the month is recorded for each entrj 

3) The page in the journal from which the transaction is being 
l>osted IS recorded m the Posting Reference column m the ledger 

After these three details have been posted the number of the ledger 
page IS entered in the Posting Reference column of the journal on the 
line with the amount When the lodger page number appears in the 
Posting Reference column of the journal it shows that all the details 
of posting this one item have been completed If the work of po&tmg 
IS mtorruptod this page number shows how much posting has been 
completed Entenng the journal page m the ledger and the ledger 
page m the journal also provides a convenient cross reference between 
the lodger and the journal that is often Uj>eful 

A credit item is posted to the ledger in cxactlj the same way as a 
debit Item, except that the amounts are entered on the right or credit 
side of the account instead of on the left or debit side 


ILLUSTRATIONS OF 
THE JOURNAL AND 
THE LEDGER 


On November 1, Eklward MilL invested 5600 
in cash, $300 m accounts receivable, $1,200 
in repair equipment, and $400 m supplies in 


a semce business that he named Reliable Repairs This investment 


mav bo recorded in the journal b> four simple journal cntne&, the first 
debiting Cash and crediting Edward Milk, Capital, the second debiting 


Accounts Receivable and crediting Edward MilU, Capital, the third 
debiting Repair Equipment and crediting Edward Milk Capital, 


and the fourth debiting Supplies and crediting Edward Mills Capital 
The p’Tfcrrod method, ho 'ever, is to make a single entry debiting 
the four asset accounts and crediting the proprietorship account for 
the total Such an entry colled a compound journal entry and is 
illustrated on the opposite page 
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GENERAL JOURNAL PAor / 
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Componnd Journal Entry 


If tliei'e had been a claim outstanding on the assets invested by 
jNIills, the jomnal enti-y \vould have shoAvn the values of the assets in 
the Debit Amomit colimm: the amount of the liabihty in the Credit 
Amoiuit colimm, and the difference between the values of the assets 
and the amoimt of tlie liability, wliich would i-epresent the proprietor- 
sliip, in tlie Credit Amoimt. colimm. 

After maldng the investment, hliUs completed the following trans- 
actions dining November: 

1. Paid ?300 rent on a lease rental contract, the pa>-ment representing 
three inonrhs’ rental. 

2. Bought additional repair equipment on account from Simpson Equip- 
ment Co. for SI. 000. 

4. Received $150 in cash from customers in payment of their accounts. 

0 . Paid S300 cash to Simpson Equipment Co. to apply on tlie SI. 000 
owed them. 

14. Paid assistant S120 for two weeks’ labor. 

15. Recorded receipt of S400 cash from sales of services for the first half 
of Novem'oer. 

17. Purclmsed additional supplies for cash, $200. 

2S. Paid assistant $120 for two weelts' labor. 

SO. Paid teleplioue, light, water and other miscellaneous bills for the 
month, $60. 

SO. Recorded receipt of $700 cash from sales of s6r\'ices for the second 
half of November. 

30. 'IMthdrew $300 cash from the business for personal needs. 

The illusti'ation on pages 86 and 87 shows the jorn-nal after the 
foregoing transactions have been recorded and posted to tlie ledger. 
Tlie entiles as they were fii-st made did not include the page numbers 
of the accomits shown in the Posting Peferenco column: these page 
numhere were entei'ed at tlie time the items were posted. 
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GENJEIRAL JOURJJAL 


General Jonmal 

The ledger accounts after the posting of the general jonmal on 
pages S6 and ST are shown on pages SS and S9. Tracing each entry 
from the jom-nal to the ledgei' accounts will give a dear xmderstanding 
of the process of posting. 

Each account is a separate page in the ledger. Observe that the 
page mmrber is ^ven at the xippei* right of each account. The pages 
in this ledger ai'e numbered consecutively, but pages T, 10, 13, and 14 
ai'e not shown in this illustration. These pages are reserved for ac- 
counts that the bookkeeper knows will be required later. These accounts 
ai'e ilhistrated later in this chapter. 
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THE TRIAL BALANCE As the first Step m prepanng the tnal bal- 
AND THE WORK SHEET ance, the accounts ha%Tng two or more debits 
or credits are footed For accounts having both debits and credits 
the balance is entered Obsene m the illustration on page 88 that in 
the cash account the debit and the credit amount columns are totaled 
The totals, called pencil Joohngs, are entered in small pencil figures 
immediatcl> below the last entr> on each side so that the footings will 
not interfere with on entrj made on the following line The difference 
between the debit footing and the credit footing is the balance It is 
entered in small pencil figures m the Items column of the account on a 
line with and on the same side as the larger of the tw o footings Observ e 
that in the cash account the debit footing is larger than the credit 
footing and therefore the balance of $450 is entered m the Items column 
on the debit side This balance is the amount that is to be entered on 
the trial balance 

The repair equipment, supplies sales, and labor expense accounts 
are also footed but the balances are not entered m the Items columns 
as each account contains entnes on one side of the account only and 
therefore the footing is the balance Accounts, such as the accounts 
rccei\*ablo account on page 88, having only one debit and one credit 
are not footed but the balance is entered in the Items column Ac 
counts such as the prepaid rent account that contain only one ontrj 
are not footed and the balance is not entered in the Items column 
because the amount of the entry is the amount of the balance 

The tnal balance of Reliable Repairs taken at the end of November 
IS shown below 
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After the prepai’ation of the trial balance, information for the 
adjustments is obtained and a work sheet is prepai’ed (see page 92). 
The information for the adjustments is as follows: 


Rent expired in November $100 

Inventory of supplies, November 30 320 

Due assistant for November 29, 30 20 


Fi’om the foregoing information, the following adjustments ai’e 
recorded in the Adjustments columns of the work sheet: 

(a) Since tlmee months’ rent was represented by the payment on 
November 1, the asset account Prepaid Rent was debited. On Novem- 
ber 30, one third of the prepaid rent has become an expense. Tliis is 
entered on the work sheet by witing Rent Expense below the trial 
balance items and debiting it for $100. The credit entry of $100 is 
wi’itten in the credit colunm on the same line vdth Prepaid Rent. 

(b) The inventory talcen of the supplies shows that the supplies 
at the end of the fiscal period ai'e worth $320; therefore supplies worth 
$280 have been used. The expense resulting from the use of the supplies 
is entered on the work sheet by debiting the expense accomit Supplies 
Used for $280. The decrease in the value of the asset Supplies is 
entered by a'editing that account for $280. 

(c) Since wages ai’e paid biweeldy on Mondays and since the month 
of November ends on Wednesday, the assistant has eai'iied two days’ 
wages since his last payment and up to the end of the month. This 
wage that has accrued but that is not j^et due is a proper addition to 
the labor expense of November and constitutes a ciuTent liability on 
November 30. The adjustment entry designated (c) inci’eases the 
operating expenses and sets up the liability. 

After the adjustments have been recorded in the Adjustments 
columns of the work sheet, the adjustments ai'e combined with the 
original trial balance to pro^dde the adjusted tidal balance. The figimes 
in the Adjusted Tidal Balance colimuis ai’e then extended into the 
Profit and Loss Statement and Balance Sheet columns. The difference 
between the total of the Profit and Loss Statement Cr. column and 
the Profit and Loss Statement Dr. column is found to be $400, the net 
profit for the month. The correctness of the work is proved by the 
fact that this amount is also the difference between the totals of the 
Balance Sheet Dr. and Cr. columns. The net profit from operations is 
then added to the Profit and Loss Statement Dr. column and to the 
Balance Sheet Cr. column, and all cohunns ai’e ruled in the manner 
shown. 
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PROFIT AND LOSS The profit and loss statement for Reliable 
STATEMENT Repaii's for the month ended November 30 

may now be prepai'ed from the work sheet. All the figures requh'ed for 
the profit and loss statement ai'e obtained from the Pi'ofit and Loss 
Statement columns of the work sheet. The profit and loss statement 
prepai'ed from tlie work sheet is shown below: 
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Profit and Loss Statement 

BALANCE SHEET The data for the Reliable Repairs balance 

slieet are shown in the Balance Sheet columns 
of the work sheet. All of the items appearing on the balance sheet, 
together with the con-ect amoimts, ai'e available in these columns. The 
balance sheet prepared from these data is shown on the following page. 
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ADJUSTING ENTRIES At the cn(l of a fiscal period, after the wo’^k 
sheet, the profit and loss statement, and the 
balance sheet haNo been prepared, the accounts in the ledger may be 
adjusted so that they will sho.s the same information as the state* 
ments The ledger of Edward Mills, illustrated on pages 88 and 89, 
shows the total paj ments for supplies, prepaid rent, and labor ex- 
pcase It does not, however, show all of the expenses that are ap- 
plicable to this particular period; neither does it show' the net profit 
or the proprietorship at the end of the period. 
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The adjusting entries showni on the work sheet on page 92 must 
be recorded in the appropriate accounts. Jouraal entries for these 
adjustments ai'e therefore prepai'ed from the data in the Adjustments 
coliunns of the work sheet. These entries ai'e then posted to the 
ledger accomits. 

The adjusting entries for Reliable Repairs ai'e shoun below. It 
\rill be observed that the debits and the ci'edits in these joiu'nal entries 
ai'e the same as those in the Adjustments columns of the work sheet. 


GENERAL JOURNAL Page S 



Adjusting Entries 


The ledger accomits affected by the adjusting entries ai'e shown 
on the following page. It should be noted that eacli adjusting enti-j' 
adds a new account in the ledger. Three new accoimte, Rent Ex- 
pense, Supplies Used, and Wages Paj'able. ai'e added by tlie three 
adjusting enti'ies. 
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Accounts 

to nhich Adjusllnn hntrics Have lieen Poslcd 

CLOSING ENTRIES 

The information recorded in the income and 
expense accounts of Keliable Repaire should 

be brouRht together in a sinric account in order to determine the net 
profit or the net loss for the period This account is called Profit and 
Loss Summary because it contains in one account all of the income, 
cost, and expense data. The information in the individual income and 
expense accounts is transferred to the profit and loss summarj' account 

by means of closing entries. 


The nork sheet of Keliable Kepairs sho\\s 

that this basiness has 

onij’ one income account. Sales. The credit balance of this account is 
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transferred to the ca'edit side of the profit and loss summary account 
by the followng joui'nal entry: 
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Closing Entry for Income 


The debit balances of the vai'ious cost and expense accounts shown 
in the Profit and Loss Di'. column of the work sheet ai*e ti’ansferred to 
the debit side of the profit and loss summaiy account. This may be 
accomplished by a compound enti-y in which Profit and Loss Summary 
is debited for the total of all expenses and the individual expenses are 
credited for the amounts transferred from those accounts. Such an 
entiy is illustrated below: 
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Closing Entry for Expenses 
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The ledger accormts to wliich these closing entries are posted are 
sho^vn on page 98. 

It is now desirable to transfer the net result of business operations 
from the profit and loss summai'y account to the proprietor’s personal 
account. The latter accotmt vdll then show the net increase or decrease 
in the proprietorship. 

The amount of the net profit for the fiscal period, as shown by the 
work sheet, is $400. Tins amoimt is also the balance of the profit and 
loss summai'y account. Tliis increase in proprietorship is transfeired 
to the personal account by a ci’edit to that account and a debit to the 
profit and loss smnmai’y accoimt. The personal account then has a 
credit balance of $100, whicli is the net increase in the proprietorsliip. 
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Ledger Aecounix (o TThich Closing FntriCB for Income 
and Fxpenscff Hare Been Posted 


If it IS assumed that the credit balance of $100 in the personal 
account will probabl> bo withdrawn in the near future, the balance 
maj be permitted to remain in the personal account If, on the other 
hand, the balance is assumed to represent a relatively permanent 
chanj,e in capital, it ma> be transferr^ to the capital account 
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The journal entiles required to transfer the balance of the profit 
and loss summary account to the personal account and the balance of 
the pemonal account to the capital account, and the accounts after 
the entries have been posted, are as follovs; 



Closing Entries for the Profit and Loss Summary and 
Personal Accounts and the Accounts after Posting 


BALANCING AND Since the amounts entered in temporary p'o- 

RULING THE ACCOUNTS pne^oiship aceounts represent increases or 

decreases in the proprietorship during a pai-ticular fiscal period, they 
must not be mixed with amoimts applicable to the following period. 
Such a confusion of data would make difficult the preparation of the 
profit and loss statement for the latter period. Therefore, after the 
accounts have been adjusted and closed, the debits and the credits on 
each side of each tenip^oraiy proprietorship account are totaled. The 
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totals are entered on the same line, and double rules are drairn under 
the totals and across all columns except the Items columns. Note the 
sales account on page 103. 

If a temporary- proprietorship account has only one debit and one 
credit, it is not necessary to enter totals; the double lines are dra\vn 
immediately under the entries. Note the supplies used account on 
page 103. 

■WTicn accounts are ruled with double lines, it is understood that 
all amounts above those lines arc to be ignored in accounting for future 
n.scal ponods. 

For the convenience of the bookkeeper in using asset, liability, and 
proprietorship accounts, these accounts may be balanced. It is, how- 
ever, unnoccs.sary to balance accounts with a single entry (see Wages 
Payable, page 102) or w here the items are all on one side and the pencil 
footing shows the balance (see Repair Equipment, page 101). To 
balance an account, the bookkeeper proceeds as follows: 

(1) Adds the balance of the account to the smaller side. To indicate 
that this amount is not posted from a book of original entry, the word 
"Balance” is written in the Items column and a check mark is placed 
in the Posting Reference column. 

(2) Record's the totals of the two sides, which are now equal, on 
the same lino. 

(3) Rules the account as if it had been closed. 

(4) Bnngs down the balance of the account on the side that was 
originally the larger. To show that this amount b the balance brou^t 
dow'n from above and is not a new entry, the w’ord "Balance” is 
written in the Items column and a check mark is placed in the Posting 
Reference. 

After the accounts have been balanced and ruled, the ledger of 
Reliable Repairs appears as shown on pages 101 to 103. 

lodger of Reliable Repairs has now been 
^ adjusted, closed, and ruled. The balances 

o! the accounts remaining open represent assets, liabilities, and pro- 
prietorship. All income and expense accounts, jvhich serv’ed as tempo 
rar>' proprietorship accounts, have been closed. The amounts in these 
closed accounts will not be used in future reports; they may be used, 
however, in obtaining information repuding past increases or decreases 
in proprietorship. A post-closing trial balance is then prepared to 
make certain that the open accounts in the ledger are in equilibrium 
and are ready for the entries of the new fiscal period. This post-closing 
trial balance is showm on page 10-1, 
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Ledger After the Accounts Have Been Adjusted, Closed, Balanced, 
and Euled — • Concluded 



























































■With the exception of the propnetor s accounts the items and the 
amounts shown m the post closing trial balance are the same as those 
show n m the last pair of columns on the work sheet Closing the ledger 
consLsts in consolidating all income and expense accounts for the past 
penod with the capital and personal account balances thus setting 
up the new capital 

THE BOOKKEEPING This chapter and the two preceding chapters 
ha%e presented the sequence of bookkeeping 
procedures beginning with transactions and concluding with the post 
closing trial balance This sequence of procedures is frequently referred 
to IS the boofheping cycle or the accounUng cycle It will be made 
more evident in subsequent chapters, which deal with further desenp 
tions of accounting technique These formalized procedures are almost 
umversallj followed m accounting practice 

It is advisable at this time to review the steps in the bookkeeping 
c)cle An appreciation of these steps is prelimmarj to an understand 
mg of accounting pnnciples For convenience these steps are presented 
m eight parts as follows 

1 Journalizing Recording transactions in the journal 

2 Posting Transfemng the entries in tl e journal to the 

ledger 

3 Taking a trial balance Summarizing the ledger accounts 

•J Determining the necessary Calculating accounting information not re 
adjustments co-ded currently 

5 Prepanng the work sheet- Clas^ifving information on columnar paper 

6 Preparing the accounting Prepanng the profit and lo«3 statement and 

statements the balance sheet from the work sheet. 
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7. Adjusting and closing Recording tlie adjusting and closing entries in 
the boolcs. the journal and posting them to the ledger; 

closing, ruling, and balancing the accounts. 

S. Taldng a post-closing Proting the accuracy of closing the books, 

trial balance. 

The items listed above constitute a cycle of accounting activities 
that are normally repeated eadi fiscal period. The first six steps mat* 
be repeated, without the last two steps, if it is desired to have interim 
statements vithout closing tlie bools. Frequently, such statements 
are prepai'ed monthljd whereas the books are closed annually. K 
statements ai'e prepai'ed monthly but the books are closed annually, 
the profit or the loss shown on the profit and loss statement at the 
end of the year will be the profit or the loss for the entire year. If the 
profit or the loss for the last month of the year is deshed, the profit or 
the loss for the preA*ious eleven months, as shown by the iuterim state- 
ment, must be subti-acted from the profit or the loss for the entire 
yeai'. In tliis way there ai'e monthly cumulative statements and also 
the statements for the last indii'idual month. When the books are 
to be closed and made ready for the new fiscal year, it is necessary to 
add steps 7 and S. 

Subsequent chapters will deal with extensions and modifications 
of these basic procedm'es; but these extensions and modifications will 
not change the fimdamental natine of the eight steps here described. 


QUESTIONS 

1. If the same information is to be foimd in both the journal and the 
ledger, what distinguishes the two records? 

2. Would posting be accomplished more effectively by two bookkeepers 
working together or by one bookkeeper working alone? Explain yoia 
answer. 

3. Does an error in the trial balance prove that an error has been made 
(a) in joiu-nalizing? (b) in posting? (c'' in summarizing the information 
recorded in the ledger? 

4. In making up his reports at the end of one fiscal period, E. C. I\Iain 
failed to considei' his inventories of office supplies, store supplies, and coal. 
Wiat effect did these mistakes have on the profit reported for the period? 

5. F. H. hlason tells you that he can adjust and dose his accoimts more 
quickly by transferring an amount directly from one accotmt to another 
than he can by using jottrnal entries. Do ^mu recommend that he make 
entries in the jom-nal to adjust and close the ledger? 
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C, Dane! Penn, a retail grocer, instructs his booH'cepcr to Veep the booV- 
1 ecping records alw aj s up to date in order that the} will not ha\ e to be 
adjiLstcd at the end of the fLcal penod Is it possible for the bookkeeper 
to folio V thooc instructions*' 

7 At the end of a fi.'Cal period Edward Neal prepares a trial balance, 
determines the additional information needed to prepare the statements, 
and prepares the statements, but he does not adjust and close the ledger. 
What elTect wll the omes. ion of adjasting and closing ha\e on the records 
for the ne-Tt period’ 

8. Frank Burke closes his ledger at the end of each month so that his 
capital account will show the came propnctorship as that reported on the 
balance sheet at the end of the month Thomas Carhng prepares a profit 
and loss statement at the end of each month, but he docs not adjust and 
cloy the lo<Jger until the end of the year (a) Which plan do you consider 
preferable’ (b) Will the monthls reports of each merchant contain 
similar information’ 

9 Prepare ailjusting tntnos for Qucrtion 4 of Chapter V, page 78 
PROBLEMS 

1. On March 31 of the current >ear the trial balance of White’s Self- 
Sen ico Laundrj was as folIoAs 

WHITE'S SELF SFRVICL LAUNDRY 
Trial Balasct 
Maicii 31, 10— 

?1,420 
•>C0 

I 600 
1.500 

200 
20 

12,000 12 000 

Data for end-of-month adjustments vcrc as follows 
I xp red Insurance, J'’0 
Rf nt pajable 

Store space, 109^ of rales for month 
Laundf}* machines 20<*e, of sah-s for month 
(Make one entry debiting Rent Expense and crediting Rent Pay- 
able.) 

/nsfrwfions* (1) Record the tnal balance on a ten-colurrm work ehe<^ 

(2) Complete the work ebeet for the month of ifarch 

(3) Prepare a profit and loss etater'ent and a balance sheet In repo-t form 
from the work ehecL 


Cash 

Prepaid Insurance 
Richard \\hUr Capital 
Sales 

Po^^er Expen«c 
AlisceUaneous f xpense 
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(4) Record tlie adjusting entries in a general journal. 

(5) Record tlie closing entries, closing the profit directly to the capital 
account. 

2. Lmtv Scott is an insurance adjuster. His income consists of fees 
received from insurance companies for adjusting tlieii' claims. On IMay 1 
of the ciUTent year he moved his office to a building vrhei-e his rent in- 
cluded desk space, telephone sei-\ice, and secretai’ial sa'^ice, and he 
opened a new set of books. 

jMt. Scott planned to maintain tlie following ledgei* accoimts: Cash; 
Accounts Receb'able: Automobile: Prepaid Pent; Supplies; Accoimts 
Payable; Lany Scott, Capital; Lairy Scott, Personal; Pi-ofit and Loss 
Summaiy; Fees; Rent E.\pense; Automobile Expense; Supplies Used; 
kliscellaneous Expense. 

Diu'ing the month of klay kli*. Scott completed the following trans- 
actions; 

May 1. l^Iade an opening entry for the following assets and liabilities; Gash. 

?500; Accounts Receivable, ?72o: Automobile, 81,500; Supplies, SoO: 
Accounts Payable, 860. 

2. Paid three months’ rent, 8375. 

S. Collected accounrs receivable. 8t‘-5. 

10. Paid accounts payable in full. $60. 

12. Collected accounts receivable, 8300. 

15. Billed fees for first half of month. 8320. {Debit. Accounts Receiv- 
able.) 

20. TVitlidrew 8200 citsh for personal use. 

24. Purch.ased supplies for cash, 815. 

SI. Billed fees for last half of month. 8-lSO. 

31. Paid caslt for miscellaneous expenses, 810. 

SI. Received a.n invoice for 865 for automobile expenses for the month. 
(Credit Accounts Payable.) 

On hlay SI the additional data for the adjustments were as follows: 

Prepaid rent, 8250. 

Supplies on hand, 825. 

Ivstritcfions: (1) Open ledger accounts for all of Jlr. Scott’s accounts. 
Number the accounts consecutively. 

(2) Record the transactions for May in a general journal and post to the 
ledger. 

(3) Take a trial balance of the ledger and enter it in the Trial Balance 
columns of a ten-colunm work sheen 

(4) Complete the ten-column work sheet for the month ended klay SI. 

(5) Prepare a profit and loss statement and a balance sheet in report form. 
(6'l Record the adjusting and the closing entries in the general journal 

and post to the ledger. Close the personal accomit to the capital accoimt, 

(7) Total and rule the income and expense accounts. Balance the asset, 
liabilit>', and proprietorship accounts. 

,_S) Talce a post-closing trial balance. 

S. On August 1 of the current year Robert Harris opened the MTiUe-Li- 
Wait Shoe Repah* Shop. He maintained the following ledger accounts: 
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Cash Store Fquipmont, Office Equipment, Store Supplies; Office Supplies; 
Prtpid laurance. Notes Pajable, Accounts Pajable, Rent Payable, 
^alancb Pajable, Robert Hanas, Capital, Robert Harris, Personal, Profit 
and Lo^., Summarj, Sales, Advertising, Sale> Salaries, Store Supplies 
Used, Ml ccllaneoiL, Selling ETpense, Office Salaries, Rent Expend, 
Office' ‘^^upphc's L=cd, Insurance Expense, ML->ct.llaneous General Expense 

The following transactions took place during August 
Aug 1 Iniested cash 500 

1 Pu'chased store equipment for $9,000 and office equipment for $500, 
giving $2 000 cash and a note pajable for the balance. 

2 Paid cash for advertising $75 

3 Purchs'od store supplies on account, $721 80, 

5 Paid cash for office supplies $65 50 

C Cash ‘ales for the wee! $420 75 

9 Paid cash for store supplies $118 33 

10 Paid cash for the premium on a one jear insurance policy, $120 
13 Paid cash $310 for biweekly salaries as follows sales salanes, $240 
and office salaries $70 
13 Cash sales for ll e week $398 40 
16 \\ilhdrev. $130 for personal use 
18 I’aid cash for miscellaneous selling expenses, $15 
20 Cash sales for the T eek $438 50 
24 Purchased sto-e supplies on account, $201 87 
27 Paid cash, $310, for biweekly salaries as lohovs sales salaries, $210 
and office salaries $70 
27 Cash sales for the week $486 90 

29 I aid cash for telephone utilities, and misccDaneous genera! expense 
for the month, $75 

80 Withdrew $150 for personal use 

81 Cash sales for balance of month, $243 25 

On August 31 the additional data for the adjustments were: 

Store supplies on hand $186 

Office supplies on hand, $43 75 

Expired insurance, $10 

Rf'nt pajable 6% of sales 

‘Planes pav able sales salanes, $120, office salanes, $35 

Inrlruetiorf {1} Open fedger accounts for alf of the accounts of tie 
ait S^ee PLepair Shop Number the accounts con^ecutivclj 

(2) Record the transactions for August fn a general journal and po®t to 
the ledger 

(3) Tale a tnal balance of the ledger and enter it xn the Tna! Balance 
columns of a tcn-column work sheet. 

(4) CompI<’te the tcn-coIumn work sheet for the month ended August 31 

(5) Prepare a c!as«ified profit and lo s statement and a classified balance 
sheet in report form. 

<G) Record the adjusting and the closing entries m the general journal 
and post to the ledger Do not cIo«e the pe-*onal account 

(7) Total and rule the income and expense accounts Balance the assrt* 
babilitj, and propnetorship acxounta 

(S) Take a post-closing trial balance. 
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ACCOUNTING FOR The two tj'pes of businesses most commonly 
MERCHANDISING found ai'e personal sernce and merdiandising. 

A tlurd of business, manufacturing, v^'liile of gi’eat importance and 
reaclung inunense size, is smaller in number. In the previous chapters 
the accounting cycle was developed \rith reference to a personal 
sei'rice business. In tliis and in the cliapters inmiediately following, 
the accomiting cycle vill be developed in tei'ins of a merchandising 
or a trading business. 

The principal actirity of a merdiandising bushiess is the bming 
and selling of goods. Commonly, a ceivain tiTo of goods is assembled 
in a store for sale to customers. The merdiandiser bm's from various 
vendors the merchandise that he believes will inci-ease his own sales. 

A considerable portion of the sales price of goods is represented 
by them cost to the merchandiser. The difference between the cost of 
goods sold and the selling price is called gross proni or margin. The 
operating e-\penses of the merchandising business must be kept within 
tins mai'gin if the merdiandisei’ is to show a profit. It is cleai' that the 
factors entering into tlie amoimt of the cost of goods sold ai'e of paifficu- 
lar importance to a merchandising business. 


NEED FOR ADDITIONAL All the transacrions of a business may be 
JOURNALS recorded hi the ordinai'y two-column jornmal, 

which was used in the prerious chapter. Transactions are usually 
classified, however, accorduig to them natime, and those that recim 
frequently are recorded in special journals. If purchases on account 
ai-e made frequently, it will be adirantageous to set up a special pm- 
diases jouinal. If notes payable are issued infrequently, there would 
be no adirantage in a special notes payable jouimal and such transac- 
tions would continue to be entered in the general journal. 

The use of special joimnals has several advantages: 

(1) The amount oi space required for the record of each transaction is 
reduced. "When transactions are recorded in chronological order in 
the two-column journal, a rather complete explanation of each entry 
must he written. "iVhen transactions are classified, howet'er, and 
all those of one kind a.re recorded in a separate book, it is possible 
to avoid repeating mxich information that is the same in all cases. 
The record can therefore be made much briefer, and a great amount 
of labor can be eliminated in journalizing the transactions. 
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l2 It facil tales the division of labor necessarj jn a large organiration 
If tl e transictions are recorded m diITtrcnt books of on«,inaI cntrj 
01 C clc k maj record notl mg but "ales another nothing but pur 
c! ases another notl mg but cash rece pts and still another, nothing 
but c.^h pajments 

( 3 ) The number of po tings to ledger accounts is matonalb reduced 
For CTamplc instead of posting individual items to the cred t of the 
sales account one posting of the total amount is made at the end of 
the month ‘^ince spec al journals arc restricted to transactions of 
a single tjpe it is po_sible to post tie total of each special journal 

An anah sis of the transactions in the lineal merchandising busi 
ness '^hows that the following transactions occur most frequentlj and 
therefore call for special journals 

(1) Cash Receipts Cash Receipts Journal 

(2) CashPavmcnts Cash Payments Journal 

(3) Sales on Account Sales Journal 

(4) Purchases on Account Purchases Journal 

WTule most of the transactions ma> be recorded m one of the 
special journals there will remain a few that must still be recorded m 
the general journal described in the previous chapter 

CREDIT PERIODS AHO If a merchandiser is allowed a penod of time 
CASH DISCOUNTS fQ^ goods purchased he is able to 

increase the \olumo of his business because he can make pajment for 
these goods out of the proceeds of his resale of the merchandise Such 
a penod is called a credit penod The time of credit specified m a trans 
action is know n as the credit terms of that transaction Credit transac 
tions are numerous m the conduct of businesses because the\ tend to 
increase the total volume of business of the commumt> The granting 
of credit also makes pajment more convenient for the bujer 

In extending credit to bujers busmes^men make the credit terms 
definite m order to promote better understanding of the arrangement 
The time allowed for pajanent is therefore made a part of the purchase 
or the ‘^Ic transaction The time of pajanent ma> be the first of the 
followang month OOdajshence COdajs or whatever time has become 
the prevailing practice If goods are sold b\ the purchaser m a short 
time the credit penod tends to be short in slower movang goods it 
tends to be longer 

The expression n/30 which la read net ^0 da> -s means that pa> 
ment IS to be made in 30 dajs n/60 that pavmcnt is to be made in 
GO davs To encourage pavanent before the expiration of the credit 
penod creditors have developed the practice of olTenng a special 
inducement in the form of a cash discount for carlv pa>ancnt Thus 
the expression 2/10 n/60 means that while the credit penod 
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established by custom of the trade is 60 days, the debtor may deduct 
2% of the amount of the bill if payment is made in 10 days. This 
deduction is known as a cash discount. 

For example, assume that on October 12 Richard Stone orders from 
William Davis goods amounting to $500. He receives Davis’ invoice, 
dated October 14, providing terms of 2/10, n/60. Stone can send 
Davis a check for $490 in full payment of the bill any time before 
October 24. This early payment earns Stone $10. If he wishes to wait 
the full credit term before paying, he may pay Davis $500 on Decem- 
ber 13. Discounts received from creditors foi' early payments are known 
as purchases discowits. 

If the terms of sale call for payment in the following month, in- 
centive for early payment may be expressed “2/10 eom.” This means 
that if the bill is paid dmlng the first ten days following the end of the 
month (eom), the pm'chaser is entitled to a 2% cash discount. This 
cash discount is designed to fit the practices of buyers who vdsh to 
accumulate the bills of a month and make payment early in the follow- 
ing month. Payments tend to be concentrated in the first ten days of 
the month instead of being spread throughout the month. 


TREATMENT OF CASH In treating cash discounts, most accountants 
DISCOUNTS consider the invoice price and the ci’edit 

terms as business conditions not requiring adjustment. If an invoice is 
paid Tvithin the discount period and the amount paid is therefore less 
than the total of the invoice, the pm*chases discount is recorded as a 
part of the entry. This discomit represents a financial earning because 
the debtor was able to pay before the end of the period allowed him. 

If James Hiatt, on Maj'- 3, purchases goods from Cold Air Corpora- 
tion for $750, terms 2/10, n/30, his entry for the purchase in general 
journal form is: 


May 


Purchases 


750 

00 


Accounts Payable 


750 

Purchased merchandise 
from Cold Air Corporation 
2/10, n/30 





If Hiatt is able to pay in 10 days, he is gi-anted a 2% cash discount 
for prompt payment. Assuming he paid this bill on May 12, his entry 
in general journal form would be: 


May 

12 

[Accounts Payable 


750 

00 





Purchases Discount 




15 

00 



Cash 




735 

00 



Paid Cold Air Corp. bill of 








May 3 less discount of 2% . . . 
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The credit to Purchaser Di«^ount is a credit to an income account 
and uill increase Hiatt’s net income for the period by ?15. 

The earning made in taking adrantago of cash discounts is con- 
siderably more than the interest cost on current capital. Terms of 
2''10, n/GO mean a saving of $21 on a $1,200 invoice, compared with an 
interest cost of $10 on a like amount borrowed at 6% for a 50-day 
period 


PURCHASING WTicn an order for merchandise is placed 

OPERATIONS ^ \pndor, it should be in writing so that 

no misunderstanding mav arise Tlie list of goods to be purcliasod 
ma> be written on an onler blank fumislicd by the vendor or the 
bujer may use his own purchase order blank. A puTcha.se order of 
Hiatt Home Appliances issued to Cold Air Corporation for refrigera- 
tors, a deep freezer, and air-conditioncrs, as listed, is illastrated below: 


rupcH«t onocft 

HIATT HOME APPLIANCES 


nji oiTxrc Bouttvito «tvc»LT ki 

CoK k\r Cerjc"«titn 
70 ).l«aien Sculavard 
£t. Louis, Ultscurl 


rjM ornx v 


17W 

Trrm. 2/10, n/)0 

e>»pVi* 0y^rll'ld Trui-Klns Co, 


tocsi^tow 


R i'i p8frlc»Mtor« 

P 47 t«frt/er*w 
tP 25 Ceep ffssisr 
AS 4 Air semttloosro 


trzjvn no ooe** wmwr « o h i i i lw orco oi 


2C0.C0 

125.00 

150.00 
25.00 


HIATT HOME APPLIAHCCS 


rnrchaNC Order 


Tills purchase order gives the vendor specific authority to deliver 
the mercliandise listed. A duplicate copy is also evidence for James 
Hiatt of exactly what he has ordered. 

The purchaser usually receives an invoice from the creditor before 
the goo<Is arc delivered. An tnrotcc is an itemized statement of goods 
bought, and should contain the names and the addresses of both the 
buyer and the seller, the date of the sale, the terms, the method of 
shipment, and the quintiUes, devriptinns, awl prices of the mer- 
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diandise. It may contain otlier infonnation. An invoice received from 
the Cold Air Corporation for the goods hsted on the pmchase order of 
Hiatt Home Apphances is sliovm below: 


COLD AIR CORPORATION 

Air Ccndilioners Rcfnjcralors Deep Freciers 

70 MISSION BOULEVARD , ST. LOUIS, MISSOURI 


... 

vVsJiT ^ Djt* > 0 lx 

CcSlTiCt Ksi. 


r=vacT Ki, 1149-15 


Or-T irar 3, 1950 

Vt==;:-s 


SOU) Eiatt Bc“e Appliances 
TO 9700 Cljnpio Boulevard 

Bererip Hills, California _ 

» Eiatt Hone Appliances 
Beverlv Hills, California 

Kjt s>>?rfHay 3, 1950 St. Louis, Ho. Tnr^j cc CcC^n’ 

ir riU 1-3 Ki. F. o B. Breoald 


Cir Ir'riTs jl ~3 Xa. F. O B. 

H'W in'* 

R.W ■' ' Overland Tructins Co 


2 /10, a/30 


<3 


I FOR CUSTOMER'S USE OXLY 

j Ks. I Vssjciser Ks. 




i Pnrt ArvrcT¥-i 


) Mj-r-iil S.*7Tirri 

c.. 


CX. 


( Ar«trzt=2X 
i 

; 


rx. g^Tg- v i: 

0. A 


1 

2 

K 49 

Refriserators 

200. CO 

4C0.00*^ 

if/ 

•V .* i' 

Hefrig-e rater 

125.00 

125 . 00 ' 

BE 25 

Beer freezer 

150.00 

150. CO*^ 

3.' 

.AC 4 

Bor table air ccadltlosera 

25.00 

TS.CO'', 

750.00*^^ 


Invoice 


Tlie invoice illusn-ated above is a standard form recommended 
by the National Association of Pm-ebasing Agents. It is 8 p 2 inches by 
7 inches and pro’sndes tlwee sepai'ate ai'eas; ( 1 ) upper left for details 
regarding the pm'chase entered by the seller: ( 2 ) upper right for check- 
ing by the pin-chaser when goods are received: and (3) the items in the 
order with price and amoimt. 

Terms, quantities, prices, and other infoi-mation indicated on the 
invoice should be compai’ed with the corresponding items on the copy 
of the purchase order. Wlien the goods aiTive, they should he counted 
and inspected. Coimting and inspection are ordinarily performed by 
the receiving department. The receiving department may check the 
quantities received against those indicated on the invoice, or it may 
give an independent report of the quantities received to the purchasing 
agent. In tliis case the report will be clipped to the invoice. Invoices 
ai'e or din arily i-ecorded in the piu'chases joui-nal as they ai'e received, 
although the goods may not be received imtil later. If, upon receipt 
of goods, eiTors in shipments are foimd, they can be corrected by credit 
memoi-andums. 
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THE PURCHASES A Simple form of purchases journal is illus 

JOURNAL trated on page 115 Since nothing but pur 

ch'is/'s on account arc entered in this book, the purcliases account need 
rot be debited fo” each purchase but can be debited for the total 
This same total is posted to the credit of Accounts Pajable Purchase^ 
made for cash are recorded m the special cash payments journal Ca^h 
transactions wall bo desenbed m Chapter IX 

The purpo :0 of the purchase^ journal is to record the purchases 
made and the obligations due the creditors from whom the purchases 
were made The record of purchases is known bj \anous names such 
as the purchases journal the purchases bool, the purchases register, 
the puTcla'^cs record and the tnrojce record Regardless of its name, 
it IS in rcalitj a journal since transactions are reco’-ded in it so that 
their effect on accounts will be shown 

The form of the purchases journal depends to a considerable degree 
upon the sue and the naiwrc the buswve-v^ and the amount of tnlorma' 
lion the owner desires concerning his purchases The information 
usuallj desired concerning purchases can be obtained from a form such 
as that show n at the top of the following page 

The use of the columns is m the mam apparent The column 
headed Pur No gi%es the number of the purcha^o intoice The 
in\oicc» are numbered coasccuti\ elj ond after the entnes have been 
recorded m the purchases journal are filed so as to be available for 
future reference The number entered in the Pur No column senes 
to identifv the cntr> with the purchase invoice to which it pertains in 
case a future companson is desired Such a companson would be 
made if a creditor objected to the amount paid him or to the terms 
upon which ho was paid 

The information entered in the columns headed ‘ Date of Invoice 
and ' Terms indicate v hen an invoice will be due The date of the 
invoice IS normallj a fev da>s before the date of the entrj 

The purpose of the tofumn Yieadeil * Po I Rd ” % iW be discus^-^d 
m later paragraphs 

POSTING THE TOTAL The total of the purchases on account for 
j^UrI^al'^^^^^*^* Iliatt Home Appliances for the month of 
Ma> IS the total of the amount column in the 
purchases journal on page 115 This amount, $7,850, must bo ported 
to the debit of the account Purchase's because purchases are a co»t of 
doing business and therefore rcp'x*'’nt a decrease in propnctorship 
Alao, $7,850 mast bo credited to Accounts Pajabic because this total 
has been added to the amount ov td to credito's 
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Purchases Journal After Posting 

The accounts pa^nble account and the purchases account, after 
the posting of the purchases journal, are shoun below: 
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Accounts Payable and Purchases Accounts in the General Ledger 

The source of the amount posted to Accounts Parable and Pur- 
ciiases is indicated hr writing ■T2o''' in the posting reference column 
of the account. The letter *T” is used to indicate that the posting was 
made from the purchases journal, and ‘*23“ is the page number of the 
purchases journal for !Mar. 

In the ptirchases journal the pa^ ntimbers of the accounts to 
vrhicii the total was posted are written in the posting reference column 
on a line with the amoimt. The two numbers are wiitten in one space 
and are separated by a diagonal line. 
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CONTROLLING AND The accounts pa%able account sho^-s the 
SUBSIDIARY ACCOUNTS amount ottcd to creditor<; but it do<^ 

not ‘'ho'^ hoi\ much is oi\cd to each creditor and when each amount l> 
due It IS cu.stomarj to maintain a separate account for each crc-dito” 
to vhich the details of the transactions with that creditor are posted 
Th^^ accounts are maintained in a separate ledger, knoiTi as the 
accounts payahk ledger 

U'hf’n more tlian one ledger is u.<y\l the ledger contaimng the 
balance =hcet and profit and lo s statcm<nt accounts is Ino ti as the 
pencralffdjcr Ije<i,,ers containing accounts that sho\ details gicen in 
one account in the general ledger arc Inown as sulsidiary ledgers ard 
the accounts m such ledgers are knjwn as suhtdiary accounts One 
account m the g ncral ledger lhat ‘•ho\ s m total the amounts shom 
m a number of sub idiarj accounts in a subsidiarj lod^^^er is know n as a 
eonir Ihng account 

l'hc'^fo’’e the accounts paiablc account in the general ledger of 
lh» Hiatt Home Appliance-^ is a controlling account th® accounts 
p-iiabk IwJ^er Ls a subsidiar> ledger and the accounts in the accounts 
pa\abk ledf.tr arc subsidian, accounts 

POSTING TO THE Lach lUm m the purchases journal is posted 

SUBSIDIARY LEDGER Credit of thc appropriate account m 

ih« accounts pa>abl‘' ledger Po tings arc made dailj so that th*' 
current balance of an) creditor ma> be rcadilj 1 no tu The rulin'^ of 
the accounts pajable ledger is planned to shoi the balance at all 
times Provision is also made in th»» heading for the name and th^ 
address of the crc<Iitor The date of Ihp invoice and the terms of each 
invoice are entered in the Items column 

The completion of the posting to each crcdito'’s a''count is indi 
cated b> V Tiling the letter ' P and the page number of the purcha-z-s 
journal in the porting reference column of the account Tho creditors’ 
accounts are ordinani arranf.ed alphabetical!) in a loo^e leaf Icd^.p- 
As nev accounts mav be insirted at an) point, thf* pa^^es are not 
numbered A chccl marl is therefot; ased in the po tm.^ referenc'’ 
column of the purcha-v-s journal lo mlicate the compl<’tion of the 
posMng of each it^m. 

At the end of Ma) the accounts pavable ledger of Hiatt Horn*' 
Appliances sho s thc balance^ at Ih** beginning of the month and the 
items perted during the month. Thc accounts pavable Iedf,C’‘ then 
apjy-ars as =ho vm on ja^es 117 and 118 
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Accounfs Payable Ledger 
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Account Payable 1 cdgcr 

After iho postiryj has been completed a schedule of accounts paj- 
ablo maj be prepared m the followinj; form 

/^J IS* 

\Qr/<C^fyOnit*V*tZc^ 

Y C, i* L 


ttuf 




. 'r 


J 7 P 0 
SO e 
1 i 70 0 
/ / sc 

I ! ao c oo\ 
\ 7-1 0 0 0 0 

ii^TS 
>5 0 0 


/ S Jt-S'oo 


Schedule of Accounts Payable 


This schedule shows the balance m each creditor’s account and 
the total of the accounts pajable Since the same amounts arc posted 
as a total to the accounts pa>able account m the general ledger and 
mdi\iduall> to the creditors accounts m the accounts pa>ablc ledger, 
the total of the schedule of accounts pajable should equal the balance 
o\ the accounts paj-able account m the general ledgc^ If there is a 
difference, the error should be disco\cred before the v ork is continued 
^iiv'c the balance of the accounts pajable account is equal to the 
sum of the balances of the accounts m the accounts pajable ledger, it 
IS apparc-t that the crcdito's' accounts might be used in the general 
le<lge'‘ instead of the accounts pajable account But the use of the 
controlling account Accounts Pajablc and the subsidiarj ledger is 
gencrall> recommended Hanng the crc-diton’ accounts in a separate 
led,,er facilitates po ting Furthermore the use of the controlling 
account removes derail from the genpral ledger and simplifies the 
preparation of the trial oalance and the accounting statements 
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PURCHASES RETURNS Wlien goods pui’cliased on account are re- 
AND ALLOWANCES tiuTied to a creditor or when an allowance 

from the piice of goods pui’chased on accoimt is obtained, the piuchaser 
usually receives from the creditor a form knovm as a credit memorandum 
showing the amount of the credit given. A t 5 T)ical credit memorandum 
is illustrated below: 


CREDIT MEMORANDUM 


21 May 20, IQfO 

RADIO-TELEVISIOS DISTRIBETORS 

Hiatt Koae Annlianoes 

3^5 Tenth /pcnuo 

9700 Olvnnic Boulevard 

NEW YORK 

Beverly Hills. Calif. 

WE CREDIT YOUR ACCOUNT AS FOLLO^'Si 

2 ^34^5 Television Sets returned 

375.00 750. CD 


Credit Memorandum 


\\nien the buyer records the credit that has been given liim by 
means of a a'edit memorandiun, he must debit the accounts payable 
accomrt in the general ledger and the creditor’s account in the accounts 
payable ledger. He might credit Piuchases, but it is ordinarily con- 
sidered better to credit an account kirown as Purchases Returns and 
Allowances. Wdien this plan is followed, the books show the total 
piu'chases and the total a'edits received, information tliat may be of 
Tnliie in the planning of future piuchases. 

On Maj’’ 22, Hiatt Home Appliances received a credit memorandum 
for $750 for mercliandise retm'ned to Eadio-Telerision Distributors, 
a credito]'. The entry could be recorded in the general journal as: 


//lar/ 




7So 

0 0 



f 


^ ,/7;r 

jz- 


7S0 

0 0 










1 

I 


General Journal Entry for a Purchases Return 


Note that the debit is posted both to the accounts pajnble account, 
which appears on page 20 of the general ledger, and to the creditor’s 
account in the subsidiary ledger. The double posting is indicated hj 
the page number of the account in the general ledger and a clieck mark 
for tlie posting to the subsidiaiy ledgei*. After the posting has been 
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comp!ctc-d, the accounts pa\ablc account and thf» creditor’s account 
appear as foIlo'A s 


f«0« V 



Accounts Pijabic Account and Credilor'B Account After 
the I'oslini; of ft Return 


If such transactions are frequent, a special column may be pro* 
Wcled in the general journal so that the dehils to the accounts payable 
account can be posted as a total. Sometimes a separate journal, 
termed a purcha'^a rclurm and aUowanecs journal, is used to record 
these transactioas Such a journal is illastrated below: 


ruMtutu AsaAuowuicct jouaauv £ 



rurchftscH Kclurnft and Allowancen Journal 


The individaiJ ilems in the Amount column are ported frequentiy, 
usually daily, to the d'^bit of the creditors’ accounts in the accounts 
pa>*able ledger. At the end of the month the total of the Amount 
column is debited to Accounts Payable and Is credited to Purchas/^ 
Uetums and Allowances in the general ledger. 

OTH°^THAH course* of its oj^ratioas a badn'^ 

rwAwnicr piinrui<r« On account many items in addition to 

merchandi'^. It may, for example, buy sto'e 
equipment, office equipment, store supplies, or office supplies. They 
items should not b^ debited to the purchases account b^caase they 
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do not represent the pindiase of ma'cliandise for sale. T^^.len a pui- 
cliases joui'nal similar to that illustrated on page 115 is used, the 
piu'cliases of items other than mei'cliandise may he recorded in the 
general joinnal in the following manner; 
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General Journal Entry for a Purchase of Equipment 


Note that the a-edit is posted both to the accomits paj-able account 
in the general ledger and to tlie creditor's accoimt m tlie subsidiaiy 
ledg-er. The double posting is indicated by the page nmnbei- of the 
accomit in the general ledga- and a clieck mai-k for the posting to the 
subsidiary ledger. 

lidien the pm-chases of goods other than merchandise are at all 
frequent, it is ordinaiil.v desirable to use a pm-chases jom-nal vrith 
special colmmis siinilai- to the one illusti-ated on pages 122 and 123. 
This jom-nal is exactly the same as the one. illusti-ated on page 115 
tlu-ough tlie first money column except that this money column is 
headed “Accomits Paj-able Ci'.” Special colmims ai-e also provided 
for the debits. For items not pm-chased frequently for vliich special 
colmmis are not promded, general ledgei- account and amount colunms 
are given at the extreme right. 

T^Tien a pm-cliase on account is recorded, tlie amount is vrritten in 
the Accomits Parable Cr. colmim. The same amount is also \mttcn 
in one of the debit colmmis. or if a colmmi is not promded for the item 
pm-diased, the accomit title is ivi-itten hi the accomit colunm at the 
right and the amount is entered in the amount colmmi at the exti-eme 
right. At frequent mtel'^'als. usually daily, tln-oughout the month the 
amoimts in the Accounts Parable Cr. colunm ai-e posted to the a-edi- 
tors’ accounts hi the accounts parable ledgei-. At the end of the 
month the book is totaled and niled in tlie maimei- hlusti-ated. The 
total of the Accomits Parable Gr. colmim is posted to the a-edit of tlie 
accomits paj-able accoimt in the genei-al ledgei-. The totals of tlie 
Pm-cliases Dr., Store Supphes Dr., and Office Supphes Dr. colunms 
are posted to the debit of tlie appropriate accounts in the general 
ledgei-. Eadi indhidual amomit in tlie Genei-al Ledger Amount colunm 
is posted to the appropriate account in the geiiei-al ledger. The posting 
of the indi-vidual amounts to the accomits payable ledgei- is indicated 
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b\ a check marl' m the posting reference column The posting of each 
of the column totals is indicated bv the page number written m paren 
theses immediatelj below the column total The posting of the indi- 
\idual amounts m the General Lodger Dr column is indicated bj the 
general lodger page number m the posting reference column. Since 
the amounts in this column arc posted separately, the total of the 
column 15 not posted A check mark is therefore placed below this 
total to indicate that it has by?n properly Uikin care ol 

If credit is recei\od frequently because of the return of or an 
allowance on goods other than m''rchandisc, special columns may 
added to the purchas''o returns and allowances journal illustrated on 
page 120 to take care of such entnes if such entnes arc rare, they may 
be recorded in the general journal 


USING PURCHASES IN- Sometimes, instead of using on'* of the fonns 
CHASES jourkal" purchase:, journal illustrated in this chap- 

ter, a busme-s has its purchavs im 0 ces 
bound together and uses them as a purchases journal ^\ll'»n this is 
done, the total of each invoice is posted direct to the creditor's account 
in th** sub idiarj U-df’er At the end of the month an adding machir'* 
list ma\ be made of all the purchas''^ m \ oiccs If some of the purchases 
are for goods oihe’’ than rnerchandis'*, separate adding machirc lists 
arc made for each hnd of purchase An entry is then made m the 
genera! journal debiting the app-op»iale general ledger accounts ard 
crediting the accounts payable account For example, if the adding 
machine lists f.hoA purchases of me^chandLse, $0,285, of office supplies 
$220, of store supplK s $31 5, and of office equipment, $550, the gorewd 
journal entry v ould be as folio ’3 
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- - PURCHASES JDURMM. - -- PAGE-//- 



Cohimnar Purchases Journal, Right Page 


June 

30 

Purchases 


6,2S5 

00 

! 




Office Supplies 


230 

00 





Store Supplies 


315 

00 

1 




Office Equipment 


1 550 

00 

1 




Accounts Payable 


1 


i 7,SS0 

00 


tliis method saves time in recording in the pm-chases jornmal, 
it is not recommended because invoices from diiferent companies may 
be of dift'ei’ent sizes and shapes and ai-e clumsy and inconvenient for 
this purpose. Reference to invoices is also more time-consuming in 
case information regarding purcliases is desmed. 


QUESTIONS 

1. Explain how an invoice can be both a purchases invoice and a sales 
invoice. 

2. What business papei' desci'ibed in this chapter: 

(a) Facilitates but does not represent an accounting transaction? 

(b) Is used as a basis for a bookkeeping entry? 

3. Are credit ti'ansactions numei'ous in the conduct of businesses? Why? 

4. Paul J. Yollmar, a wholesalei*. buys mei'cliandise from forty different 
ci'editors. If he kept accounts witli eadi a-editor in his general ledger, 
how many additional items would appear in liis tidal balance? Name 
some other disadvantages of keeping creditors' accounts in the general 
ledger. 

5. Donald Calvin, C.P.A., advised William Given, a retailer, to use a 
conti'olling accoimt and a subsidiary ledger for his accounts with creditors. 
Given thinks this will double the amoimt and cost of his bookkeeping. 
Is this correct? Explain. 
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6 In one month, the bookkeeper for Johnson and ^\’hlte makes the 
follovMns errors in the purchases journal (a) He records a purchase of 
$100 as $10, (bj he records a purchase from the Atlas Mills as a credit 
to the account of American MilU, (c) he po>ts an entrj of $C0 as $C00, 
and (d) he make-, an error of $1,000 in totaling the amount column of 
the purchases journal \\hen uill the-.e errors be discos ered’ 

7 Johason and White wholesale grocers purcha'e two tjiicwntiTs on 
account Where should thi» transaction be entered if Johnson and ^^hlte 
U't a purchases journal similar to the one illustrated on page 115? Ei- 
plain 


PROBLEMS 

I Dunng September of the current >ear K>le s of Westwood completed 
the following transactions 

Sept J 1 urchased merchandise on account from Dajtime Apparel, Inc, 
Burbanl $310 invoice ilated September 1, termi, 5*^, JO com. 
4 Purchased ofTico supplies on account from the Smith Supply Co , 
J.«3 Angeles $35 invoice dated September 3, terms 30da>s 
8 Purchased mcrchandi-e on account from Harrietts' of HolI>»ood, 
I 4 W \ngeles $100 invoice of Scptemlier 5, terms, 3^(, 10 com 
10 I urd ased merchandise on account from Sporting 'Togs, fle'erlj 
HilN $210, invoice of S<ptomb»r 8, terms, 2^, 10 com 

12 Purchased olTice equipment on account from the Franklin Fquip- 
rront Co Westwood $175 invoice dated September 10, terms, 30 
dajs 

13 Purchavd merchandise on account from Dajtimc Apparel, Inc, 
$180 invoice of September 12 terms, 5*^, 10 com 

16 Purchased merchandise on account from Harnetta’ of Holl> w ood, 
$235 invoice of September 13, terms, S'X. 10 com 
16 Purchnsed merchandise on account from Hats bj Beverl>, Holly- 
wood $240 invoice of September 15 terms, 19r. 10 com 
23 Purchased merchandise on account from norabell Frocks, Santa 
Monica $300, invoice of September 20, terms 29c, 20 days 
23 Purchased store supplies on account from Marshall Supply Co , 
Westwood $15 invoice of September 23, terms, 30 days 
27 Purchased mcrchandi«e on account from All-Around Clock Coats, 
IlellfioAcr, $215 jnvo ce of September 25, terms, 29c, 15 day* 

27 Purchased merchandise on account from Glamour Goaps l/n 
Angrlea, $125, invoice of September 25, terms, 4*1, 15 days 
27 Purchased rrcrchandise on account from Daytime Apparel Inc, 
$150, invoice of September 2C, tenrs 5*1, 10 eom 

Ivr'rvrtions (1) Reco’d the above transactions In a purchases journal 
similar to the one illustratod on pa^e 115 and In a general journal 

(2) Open the following accounts m the general ledger, u»ing the page 
numbem indicated 

OFicc Fquipment Page 10 Accounts Payable Page20 

Off ce Supplies Pago 1C Purchases page 30 

StoreSupphes PagelT 
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Also open tJie following accounts in the accounts payable ledger: All-Around 
Clock Goats; Daytime Apparel, Inc.: Florabell Froclrs: Franldin Equipment 
Co.; Glamour Gowms; Harrietts' of Hollywood: Hats by Beverly; I^larshall 
Supply Go.; Smitli Supply Co.; Sporting Togs. 

(3) Post from tlie two journals to the accounts payable ledger and the 
general ledger. 

(4) Prepare a sclaedule of accounts pajmble. 

2. During November of the current year Elliott ]\Ioran, owner of an 
electiical appliances shop, completed the following transactions: 

Nov. 1. Purchased merchandise on account from Stratton Manufacturing 
Co., Boston, S525; invoice dated October 30; terms. 1*'^, 10 eom. 

5. Purcliased merchandise on account from Decker Electric Co., 
Boston, $450; invoice dated November 4; terms, 592-, 10 dat-s. 

6. Received a credit memorandum for $25 from Stratton ilanufactur- 
ing Co. for the return of merchandise. 

S. Purchased office equipment on account from the Daj-ton Equip- 
ment Co., Lynn. $340; invoice dared November 6; terms, 30 daj's. 

9. Piuvhased merchandise on account from Moore & Hardy, Fall 
River, $150: invoice dated November S; ternrs, 5^'^, 10 eom. 

12. Received a credit memorandum for $50 from Dathon Equipment 
Co. for the return of a part of the equipment purchased on Novem- 
ber S. 

14. Purchased store supplies on account from H. R. Browning, 210 
Main St., $65: invoice dated Not'ember 12: terms, SO daj-s. 

15. Purchased merchandise on account from Harris Appliances. Wor- 
cester. $415; invoice dated November 14: terms, l*"^. 20 da\-s. 

16. Received a credit memorandum for $10 from H. R. Browning for 
the returzi of store supplies. 

IS. Purcliased office supplies on account from Crane ct IGine. 416 Broad 
Sk. $45: invoice dated November 16; terms. SO dajn. 

19. Purcliased merchandise on account from Stratton Manufacturing 
Co.. $375; invoice dated November IS; terms. 29r> 10 eom. 

21. Received a credit memorandum for $15 from Crane & IGine for 
the return of office supplies. 

25. Purcliased mercha.ndise on account from Decker Electric Co.. 
$600; invoice dated November 23: terms. 4*^, 10 eom. 

26. Purchased mercli.andise on account from Z^Ioore Hardy, $235: 
invoice dated November 25: terms, 10 eom. 

Iiisintcf ferns: (1) Record the above transactions in a purchases journal 
similar to the one illustrated on pages 122 and 123 and in a general journal. 

(2) Open the following accounts in the general ledger, using the page 
numbers indicated : 

Office Equipment Page 10 Accounts P.ayable Page 20 

Office Supplies Page 16 Purchases Page 30 

Store Supplies Page IT Purchases Returns and Al- 
lowances Page 31 

Also open the following accounts in the accounts payable ledger: H. R. 
Browning; Crane IGine: D.ayton Equipment Co.; Decker Electric Co.: 
Harris Appliances; hloore & Hardy; Stratton Ma.nufacturing Co. 

(3) Post from the two jotirnals to the accounts pax-able ledger and the 
general ledger. 

(4) Prepare a schedule of accounts naj-ahle. 
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3 Dunn? Julj of the current \car Taste-Rite Bnherj* complctctl the 
follow ms transactions 

Jub 2 Purehascfi mcrehandi»e on account from BaVors’ Supplies Co . 
Knoxville, $73, inxotce dated Jul> 1, terms, 2*^, 10 com 
3 Purchased olTice supplies on account from Clark Bros , 438 Man 
St , $30 m%oicc dated July 2 terms 10 da>s 
C Purchased mcrchandL«e on account from Prepared Flours, Inc 
Na.sh\illc, $150, invoice dated Jul> 3 terms, l^'J., 5 con 

8 Received a credit memorandum for $25 from Prepared Flours, Inc 
for the return of rrc’chandise 

9 Purcha*ed merchandise on account from Bakers' Supplies Co , 
?50 invoice dated July 5, terms, 2^ 10 com 

10 Purchased store t<ju>pnvent on account from Mason Equipment Co , 
gOCBroadwaj $275 invoice dated Jul> 9 terms, net 30 da>s 

10 Received a credit memorandum for $25 from Bakers’ Supplies 
Co for the return of merchandi*o 

17 Purchased merchandise on account from IIi-Ycast Co , Memphis 
$15, invoice dated Jul> 17 te»ms 2'^,15da>8 

19 Received a credit meinorandum for $3 from ili-Ycast Co for the 
return of merchandise 

20 Purchased merchandise on account from Prepared Flours, Inc , 
$123 invoice dated Jub 19, terms K , 5 com 

21 Purchased store supplies on account from Iletices £, Walker, I2G8 
flmSt $55, invoice dated Jub 21 terms nct30d8>8 

22 Received a credit memorandum for $10 from Prepared Flours, Inc 
for the return of merchandise 

23 Purchased mcrchandi*e on account from Central Nut and Fruit 
Products, Nashville $250 in\oiec<Iated Julj 22 terms, 2*^, 10 dajs 

2C Purchased merchandise on account from Bakers Supplies Co , $C0, 
invoice dated July 22, terms. 2 ‘ 10 com 

27 Received a credit memorandum for $15 from Central Nut and Fruit 
Products for the return of merchandise 

31 Purchased merchandise on account from Creamery Products 
Chattanooga $200 invoice daUd Jub 30 terms 2''c,10com 
Inflrvfiiom fl) Record the above transactions in a purchases journal 
similar to the one illustrated on pajes 123 and 123 and In a purchases returns 
and allowances journal similar to the one illustrated on pa?c 120 

(2) Open the following accounts in the general ledger, using the page 
numbers ludvcated 

Store Fquiprrent Parell Accounts Paj able Page20 

Office Supplies Page 1C Purchases Page 30 

Store Supplies Page 17 Purchases Returns and Al- 

lov-ances PageSl 


Also open the following accounts in the accounts pajahic ledger Bakers' 
Supplies Co ; Central Nut and Fruit Pro lucts, Clark B'oi ; Creamcrj Prod- 
ucts; Hedges t. Mailer, IIi-Ycast Co, Jlason Equipr^cnt Company, Pre- 
pared Flours, Inc. 

(3) Po-t from the two journals to tho accounts payable ledger and the 
general ledger 

(4) Prepare a schedule of accounts payable 
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ACCOUNTING FOR SALES 

IMPORTANCE OF SALES Sales ai'e the fii'st item on the profit and loss 

statement and ai-e of first iinpoitance in the 
operation of a business. Sales measure the effectiveness of a business 
entei'pnse m meeting the needs of its customers. The sales figm-e is 
commonly quoted in bnsmess ne^vs ai'ticles and is coinpai’ed vith sales 
of a prenons period. An inci'ease in sales is ordinaiily a good omen and 
mdicates a favorable ti'end in the fortmies of a business. 

The numbei" of sales transactions to be recorded in any business is 
pei'haps largest next to the number of cash ti'ansactions. Cash sales 
are commonly recorded on a maclune and only tlie total for the day 
is entered in a jorn-nal. Since easli sales involve not only a credit to 
Sales but also a debit to Cash,, the jornmal record of cash sales is deferred 
until the next chaptei*. In this chaptei' emphasis vill be placed on the 
recording of sales on account. 


SALES AND PROFITS In the pei'sonal sendee tj'pe of business, net 

profit was detenniiied by deducting the total 
operating expenses from sales. Tliis net profit figm'e included compen- 
sation for tlie personal sendees of the proprietor and amounted to a 
considerable pa'centage of sales. In tlie problems given in Chapta's 
V and YI, tlie net profit sometimes exceeded fifti* per cent of sales. 

In tlie ina'cliandising n-pe of business the lai-gest single element in 
tlie sales price is tlie cost of goods sold. It foUovrs then that net profit 
is, in such a business, a much smaller paid, of the sales figui'e. The 
capable merchandisa gives as much attention to the Idnd and quahty 
of Ms machandise as he does to selling and genaal opa-ations. For 
tins reason the profit and loss statement of a trading business fii-st 
shows gi'oss profit and then shows net profit fr'om operations. Gross 
profit, the intermediate stage betweai sales and net profit, shoivs the 
mai-gin hi dollai's within wMch business opanting expenses must be 
kept to show a profit. 


CREDIT TERMS AND In the retail trade it is iBual for those who 
SALES DISCOUNTS accoiuit to pay once a month for all 

pm'chases made duidng the preidous month. In otha lines of business, 
payments are made in accordance with the tarns of sale, wliich are 
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usualh fi^cd b\ the custom of the trade The customarj terms ma\ 
be changed b> an agreement between the <iel!er and the purchaser 
Since Hiatt Home Appinncca sell articles of considerable cost it 
finds special cretiit terms u'eful Ml sales on account are made on terms 
of 2/10 n 10 Mr Hiatt pars customers 30 dajs m which to paj 
He al'O fn%es a 2 c discount for cash m 10 da\s Such a discount 
granted to a customer is known as a sales discount 

SELLING OPERATIONS The method of handling sales like the method 
of handling purchases ^ anes greatlj , depend 
mg upon the organization of the business Everj sale is made m 
response to an order receu e<l from a customer An order gi\ en a retail 
store IS usuallj oral an order gi\en a manufacturing a wholesale or 
a mail-order business is ordinanl> written 

In a retail business a sales iteket is usually prepared for a sale on 
ucount This sales ticket is made m duplicate or triplicate One 
cop\ IS gi\cn to the customer one cop> is sent to the accounting 
department for Uao as the basis of an entrj in the sales record and 
one copj maj be used as the salesmans personal record of his sales 
or for other purposes as the organization of the business requires 
In a manufactunng a wholesale or a mail order business a written 
order is rccei\e<i from a customer or from the salesman who obtained 
the order from the customer After the order has been appro\ cd b> the 
crc<lit department it is sent to the billing department whore the 
imoice IS prepared At least two copies of a sales tntoice are made bv 
the billing department The onginal is sent to the customer, and the 
carbon copj is sent to the accounting department for use as the basis 
of an cntr> in the sales record Sometimes additional copies of the 
in%oice are made for the use of different departments of the business 
For example the credit department ma> desire a cop> for use in follow 
mg up the paxanent of the mxoice or the treasurer max desire a copx 
so that he can bettor estimate the funds to bo obtained from sales or 
the shipping department max need a cop> as authorization to pack 
and ship the goods 

Hiatt Home 

TWF <Ai r< iniieu Af Appliances is illustrated on the opposite page 
THE SALES JOURNAL purchases inxoice 

illustrated in the prexious chapter 

The information on each sales invoice prepared b> Hiatt Home 
Appliances dunng Max 19o0 is entered in the sales journal as shown 
on page 129 
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Sales Invoice 



Sales Journal 


Tile use of the columns in the sales jommal above is, in the main, 
apparent. The colunm headed “Sale No.” gives the number of the 
sales invoice or the sales ticket on which appear itemized lists of the 
merchandise sold to the customers. Sales invoices ordinaiily show the 
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kind the amount and the pncc of the goods sold A copj of each 
imoice IS rcuaincd and from it the information to be recorded in the 
«ales journal is obtained These m\oiccs are numbered consecutiseh 
and after the entries ha\e been recorded in the sales journal are 
filed so as to be aaailable for future reference Tlie number entered 
m the Sale \o column seracs to identify the cntrj with the sales 
maoicc to which it pertains in case a future companson is desired 
The terms of the sale are stated on each maoicc for the customer s 
info’anation As the terms are the same for all sales of Hiatt Home 
Appliance the> are not entered in the sales journal nor arc tho> 
postc<l to the customers accounts 

The reco’-d of sales is known by \'anous names such as the sales 
journal the sales register the sales boof and the sales record It is in 
reality a journal since transactions arc recorded m it so that their 
effect on the accounts will be shown. The sales journal is used to record 
sales of whatexer product a basmess is engaged in selling For the 
present onlj sales on account will be entered in the sales journal 

POSTING THE SALES The total of the sales on account for the 
JOURNAL month of May as shown m the sales journal 

on page 129 is posted to the debit of Accounts receivable and the 
credit of Sales in the general ledger The accounts after this posting 
arc shown below 





Acconnl* nccriTablc and Sain Acroantm in the Central Ledger 


The completion of the posting is indicated m the accounts b> ' S-17 
S ’ indicates that the posting comes from the sales journal and ' 17 
indicates the page of the sales journal 

The accounts receivable account fho’^s the amount o*red by all 
customers but it docs not show how much is o led by each customer 
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and when each amount is due. An account udth each customer is 
therefore maintained in a subsidiary ledger laao^vn as an accoimts 
receivable ledger. Postings are made dailj* to the accounts receivable 
ledger so tliat tlie ciurent balance of any customer may be readilj’ 
laiomi. The ruling of the accounts receivable ledger is planned to 
show the balance at all times. Piwdsion is also made in the account 
heading for the name and the addi'ess of the customer. 

The accoimts receivable ledger of Hiatt Home Appliances, with 
pre^nous balances and the postings from the sales joiunal for May 
entered in the accounts, is illustrated below. Since accoimts in the 
accounts receivable ledger are aiTanged alphabetically and pro^nsion 
must be made for the insertion of new customer’s accounts, it is not 
possible to assign them page numbers. Postings to the accoimts 
recehmble ledger are thei*efore indicated by a clieck mai’k (V) in the 
sales joiu’nal. Howe\^', the sales journal page is shown in the posting 
reference colimui of the accounts receivable ledger. 
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After the posting has been completed, a schedule of accounts 
receivable may be prepared in the following form: 



Schedule of Accounts Receivable 


This schedule shows the balance in each customer’s account and 
the total of the accounts receivable. Since the same amounts are 
posted as a total to the accounts receivable account in the general 
ledger and individually to the customers’ accounts in the accounts 
receivable ledger, the total of the schedule of accounts receivable 
should equal the balance of the accounts receivable account in the 
general ledger. If there is a difference, the error should be discovered 
before the work is continued. 

Since the balance of the accounts receivable account is equal to the 
sum of the balances of the accounts in the accounts receivable ledger, 
it is apparent that the customers’ accounts might be used in the general 
ledger instead of the accounts receivable account. But the use of the 
conti'olling account Accounts Receivable and the subsidiary ledger is 
generally recommended. Having the customers’ accounts in a separate 
ledger facilitates posting. Fm-thermore, the use of the controlling 
account removes detail from the general ledger and facilitates the 
preparation of the trial balance and the accounting statements. 

SALES RETURNS AND W^ien goods sold on account ai’e returned bj’' 
ALLOWANCES customer or when an allowance from the 

price of goods sold on account is granted, the seller usually issues to 
the customer a credit memorandum shoving the amount of tlie credit 
given. Wlien the seller records the credit that he has given a customer 
by means of a ci-edit memorandum, he might debit Sales, but it is 
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o’^inanly considered better to debit an account kno^vn as Saks Hetums 
and Affoircncfs When this plan is followed, the booLs shoss the total 
*al€S and the total credits allowed, information that maj b^' of \’a!ue 
in the planning of future sales The seller must aLo credit the accounts 
rcccii'abi'' account m the general ledger and the customer’s account 
in the accounts rcccirable ledger 

On Ma> 29, Hiatt Home Appliances issued a credit memorandum 
for $100 to Earl Mandel, a customer fo'- merchandise returned The 
entrs could be recorded m the general journal as (oUo\ss 



^ t. * A- w / 

^ 


t 


General Journal Tnlry For Sales Heiurn 

N’otc that the credit is j)osud both to the accounts receivable 
account i Inch appears on lage 2 of the general ledger, and to th^ 
customer’s account in the sub idiar> ledger Both postings are indi- 
cated in the posting reference column m the journal After the posting 
hxs l)een completed the accounts receisabk account and the customer's 
account ap;rear as follows 
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If siidi ti'ansactions ai*e frequent, a special column maj' be proTuded 
in tlie genei'al jommal so tliat the credits to the accounts receivable 
account can be posted as a total. Sometimes a separate jornmal, termed 
a sales returns and allowances journal, is used to record these ti-ansac- 
tions. Sueli a jommal is illustrated belovr: 


SALES RETUR^^S AND ALLOWANCES JOURNAL PAC3 /" 



Sales Returns and Allowances Journal 


The individual items in the Amoiuit cohumi ai-e posted frequently, 
usually daily, to the credit of the customei's' accoimts in the accounts 
receivable ledger. At the end of the month the total of the Amount 
colimm is debited to Sales Returns and Allowances and is credited to 
Accounts Eeceixuble m the geneinl ledgei’. 


USING SALES INVOICES Sometimes, instead of using a sales journal. 
AS A SALES JOURNAL ^ business has caihon copies of its sales in- 
voices boimd together and uses them as a sales joiunal. T\Tien this is 
done, the total of eacli invoice is posted dh-ect to the customei'’s account 
in the accomits receiAuble ledga'. At the end of the month an adding 
macliine list is made of all the invoices. An entry is then made in the 
general jomnal debiting Accounts Receivable and crediting Sales for 
the total sales for the month. For example, if the adding machine list 
sliows that the sales on account for the month are §S,150, the following 
journal entiw may be made: 

Accounts Recehmble 
Sales 

To record tlie total sales for 
the month. 
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PROBLEMS 

1. During Jnne of the current 3 ’ear Peter L. hlilnor, a hai’dvrare merchant, 
completed tlie transactions given below. The terms of all sales were 
2/10 eom. 

June 4. Sold merchandise on account- to Howard Rogers. 209 Derby St., 
sale No. 114, $600. 

11. Sold merchandise on account to E. L. Clark, 4221 Castle Place. 
Side No. 115, $450. 

14. Sold merchandise on accotmt to ^I. A. Stevens, 34S5 Minot Avenue, 
sale No. 116, $525. 

15. Issued credit memorandum for $50 to E. L. Clark for merchandise 
returned by him. 

21. Sold merchandise on account to C. D. Marshall, Alilford, sale 
No. 117, $275. 

23. Sold merchandise on account to Louis A. Ashley, 542 Smith Road, 
sale No. IIS, $495. 

25. Issued credit memorandum for $25 to C. D. Marshall for mer- 
cliandise rettirned by him. 

2S. Sold merchandise on accotmt to Bovd Graham, Lebanon, sale 
No. 119, $360. 

In?1rucfions: (1) Record the abox'e transactions in a sales journal similar 
to the one illustrated on page 129 and in a general journal. 

(2) Open the following accoimts in the general ledger, using the page 
numbers indicated : 

Accounts Receit-able Page 5 Sales Page 27 

Sales Retimns and Allowances. Page 2S 

Also open the following accounts in the accounts receivable ledger: Louis A. 
Ashley; E. L. Cla.rk: Boyd Graham: C. D. Marshall: Howard Rogers: M. A. 
Stevens. 

(3) Post from the two journals to the accounts receivable ledger and the 
general ledger. 

(4) Prepare a scliedule of accounts recei\’able. 

2. During October of the current year the Weldon Shoe Company com- 
pleted the following transactions. The terms of aU sales were 2 - 10 eom. 

Oct, 1. Sold merchandise on account to Baker Dept, Store, Los Angeles, 
sale No. 541, $250. 

3. Sold mercliandise on accoimr to Lewis Bootmakers, Be^'erly Hills, 
sale No. 542, $200. 

5. Issued credit memorandum for $50 to Baker Dept, Store for mer- 
chandise returned by it, 

7. Sold merchandise on account to Children’s Bootexy. Denver, sale 
No. 543, $150. 

12. Sold merchandise on accormt to Leonard’s Shop. Phoenix, sale 
No. 544, $475. 

15. Issued credit memorandum for $35 to Leonard’s Shop for mer- 
chandise returned by it. 



CHAPTER IX 


ACCOUNTtr^G FOR CASH 

NATURE OF CASH More transactions affect the cash account 

than any other single account. For this 
reason special jomiials are used most frequently for cash transactions. 
This chapter describes the use of special-colunm cash jmu'nals that 
gi’eatly decrease the labor of recording transactions. They are the 
cash receipts journal and the cash payments journal. In some instances 
these two jom'iials are combined into a cashbook. 

Cash is the most liquid of all the assets of a business. Care must be 
taken in the handling of cash in order to insure a complete accounting 
for all cash transactions. The generally recommended procedure is 
to deposit all cash receipts in the bank so that bank deposits' will 
equal cash receipts. Wlien tliis is done, all cash payments must be 
represented by checks drawn on the bank. This procediue provides 
a double record of cash, since the bank’s report on deposits and checks 
sliould agi'ee Nvith the cash joiunal records of receipts and pa 3 rments. 


SOURCES OF The two chief sources of cash receipts are 

CASH RECEIPTS sales and collections from customers who 

have bought on account. Wlien a customer takes advantage of a cash 
discount, the amount of cash received is less than the amount of the 
invoice for which payment is received. These facts determine the 
special colunms to be used in the cash receipts journal. By providing 
special coluimis for (1) cash sales, (2) accounts receivable, and (3) sales 
discounts, it is possible to accumulate montlily totals and reduce the 
posting labor. A cash receipts jom-nal with special columns for cash 
sales, accoimts receivable, and sales discounts is shown on page 140. 


THE CASH RECEIPTS In the five-column casli receipts journal of 
JOURNAL Hiatt Home Appliances, the fii’st money 

colunm. General Cr., is for the credits for which no special column is 
pro^dded. Tlie Sales Cr. column is used in recording sales for cash. 
Each cash sale is not recorded separately; instead all cash sales are 
entered individually in the cash register and totals are recorded daily 
or at other intervals in the cash receipts joiunal. In this illustration 
they ai’e recorded approximately weekl 5 ^ The Accoimts Receivable 
Cr. column shov^ the credit given each debtor for a cash pajunent. 
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The Sales Discount Dr column shous the amount of the sales dis- 
count panted the debtor The Cash Dr column sho\\s the actual 
amount of cash recei\cd m each transaction 

At frequent inter\-als dunng the month, preferably dailj, the 
amounts entered in the Accounts Receisable Cr column are posted to 
the credit of customers' accounts in the accounts reccuable ledger 
Check marks are placed m the posting reference column opposite 
thc*^ entncs to show that thej ha\e been posted Dunng the month 
the amounts in the General Cr column are posted to the appropnate 
accounts in the general ledger, and the posting is indicated b> the 
ledger page numbers wntten in the posting reference column The 
Items in the Sales Cr column arc not posted indindually but are 
posted onl> as a total to the sales account Check marks are placed 
in the posting reference column opposite these amounts to show that 
they has e been properlj taken care of 



At the end of the month the soseral columns are footed To check 
the accuracj of the footings, the equalitj of debits and credits may be 
pro^ed bv a listing similar to the following 


Dcon- Totals 

CrnjiT ToTAia 

Sales Discount 

S 143 Genera] 

Cash 

12 037 Sales 


Accounts Receivable 


112,180 


$i2,ieo 
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If the debits and the a*edits are found to be equal, the totals ai*e 
entered in the cash receipts joui'nal and the book is ruled in the manner 
shoMU in the illustration. 

Since the items in the Greneral Cr. column have been posted in- 
dimdually to accounts in the geneial ledger, a check mark is placed 
below the total of tliis column to indicate that tliis amount is not to be 
posted. The totals of the other fom* money colunms ai'e posted to the 
appropriate accomits in the general ledger. The completion of the 
posting of each column total is indicated b3* the page number of the 
ledger accoimt 'wiitten in parentheses inmiediateb' below tlie total. 

COMPARISON OF Thi'ee postinsfs are made in the month of j\Iav 

ACCOUNTS RECEIVABLE , . ‘'n- . . ^ . * 

CONTROL WITH SUB- ^0 coiiti-olling account Accomits ReceiV' 

SIDIARY LEDGER able as a result of tlie ti-ansactions recorded 

in tliis and the preceding cliapter. Thei* m*e: (1) hlai* 31, total of sales 
on account from the sales jornnal, $5,950; (2) a sales retmm and allow- 
ance on ]\'Iaj’ 29 from the general jornaial, $400; and (3) on IMai* 31 the 
total of cash received on accomit, $7,400. The controlling account 
ivitli its opening balance of $6,000 and these throe postings is shown 
below: 
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Accounts Receivable Account at the End of the Jlonth 


Ti^iile the posting of colunm totals from the cash receipts jornaial 
to the general ledger must be defeived imtil the end of the month, 
postings to the customers’ accounts slioidd be made daily. It is ad- 
visable to have the exact amomit recehrable from each custoniei- 
available cm-renth* in the accounts receivable ledger. In approving 
sales for additional ci-edit, it is useful to know just how much the 
customer owes: in fact, a reiiew of liis paying practices as shown b^' liis 
accoimt helps materially in credit granting. 

The accounts receivable ledgei* of Hiatt Home Appliances is shown 
below after tlie postings from the cash receipts jomnal have been 
completed. These accounts also show the postings fi-oni the sales 
jorniial and from the general joinnal presented in eai'liei' diapters. 
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Accounts Eecdvable Ledger at the End of the Alonth — Concluded 

A schedule of accounts receh-able. sho-sving the amounts ovred by 
eacli customer on hlay 31, 1950, is shovoi on page 144. The total of the 
schedule. $4,150, is the same as the balance of the controlling accoimt. 
Accounts Receivable, shown on page 141. This eciualin- is evidence 
tliat the work has been completed accurately and that the entiles in 
tlie individual customers' accoimts have been properly summaiized 
in the controlling account in the general ledger. 







144 


ACCOUNTING PRINOPUS 


ICK 9 






Q. 




r/‘rj<' f 
C f f 
<’<? f <> <;■ 
if ir.e e 


Schfdule Af AfcoanN Hecclrable 

CASH PAYMENTS Cash pa>mpnts con«isl pnmanly of ca«h paid 

O) for operating cxp^asos and (2) for amounts 
due crwlitors ^inco operating expanses are distnliuted among man\ 
ncrounts Hiatt Home Appliances docs not set up a special column for 
each of them Special columns are asod for pajanents to creditors an 1 
fo' reco'‘ding the purchases discounts taken The cash pajanents 
journal ‘>hown on page 11 > presides special columns for Accounts 
Pajablo Dr and for Purchases Discount Cr 


THE CASH PAYMENTS Tran’^ctions for the month of Maj , 197), arc 
ioURHAL sho\ai entered in the four-column cash pa> 

m^nts journal of Hiatt Home Appliances The first mone> column 
General Dr is for the debits for which no special column is prond«l 
The Accounts Pajablc Dr column shows the credit recci\c*d from each 
crc<Iitor for a ca«h pajan'^nt The Purchases Discount Cr column 
«hows the amount of the purchasf-a discount granted b> the credito” 
The Cash Cr column shows the actual amount of ca'h paid 

At frequent intenaLs dunng the month preferabh dail>, the 
amounts cnten?d in the Accounts Pajable Dr column arc posted to thp 
debit of creditors accounts m the accounts pavable ledger Ch'^k 
marks are pbced in the po ting reference column oppo itc entries 
to show that the> base been po ted Dunng th^ month the amounts 
in the General Dr column arc po-^ted to the appropnate accounts n 
the general le<lgc-, and the posting is indicaU-d bj the l^ger pag** 
numbers wntten in th^* posting reference column 
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If the debits and the credits arc found to be equal, the totals are 
entered m the cash pa\’inents journal and the book is ruled m the 
manner «howTi m the illustration 

Since the items in the General Dr. column ha\e been posted in 
duiduillj to accounts in the Reneral ledger, a check mark is placed 
bc!o\\ the total of this column to indicate that this amount is not to be 
posted The totals of the other three monej columns are posted to the 
app'-opmte accounts in the general ledger The completion of the 
posting of each column total is indicated b> the page number of the 
ledger account imtten in parentheses immediatclj below the total 


COMPARISON OF Three postings are made in the month of Maj 

CONTROL ^ controlling account Accounts Pajable 

SUBSIDIARY LEDGER as a rcsuH of the transactions recorded in 
this and the preceding chapter Thc> arc (1) Ma> 31, total of pur- 
chases on account from the purchases journal, $7,8o0, (2) a purchase 
return and allowance on Ma> 22 from the general journal, $750, and 
(3j on Mai 31 the total of cash paid on account, $9,050 The controlling 
account with its opening balance of $8 875 and these three postings is 
shown below 
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Accounts Paj-ablc Account at the Fnd of the Month 


■UTulc the posting of column totals from the cash payments journal 
to the general ledger must be deferred until the end of the month, 
postings to the creditors' accounts should bo made dailj It is ad; isabl'* 
to ha\e the exact amount owed to each creditor a\ailablc current!) 
in the accounts pajable ledger. 

The accounts pa\ablc ledger of Hiatt Horn*' Appliances is shown 
on pages 147 and 118 after the po->tings from the cash pajonents 
journal ha\e been completed The=e accounts al o show the postings 
from the purchases journal and from the general journal presented in 
earlier chapters 
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Accounts Payable Ledger at the End of the IMonth 
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Acrounis rayihlc Ledger il f nd of Alonth — Conriuded 


A schedule of accounts pa>ablc showing the amounts owed to each 
cmlilor on M u T1 lO'O is «hown below The total of the schedule 
$G 92 j IS the same a.s the Inhncc of the controlling account. Accounts 
Pa\able shown on page IIG This cquaht> is e\idence that the work 
hn-s l>ccn completed accuratelj and that the entries in the indmdual 
crc-ditors accounts have been properl> summanzed in the controlling 
account in the general ledger 
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Schedule of Accounts I'afshle 



Ch.9] 


ACCOUNTING FOR CASH 


149 


ON^THE PTU’cIiases discount is usually reported on the 
PROFIT AND LOSS profit and loss statement as other income: 
STATEMENT sales discount, as other €xpc?ise. 

Items listed on the statement under the headings "Other Income’’ 
and “Othei' Expense” affect the net profit or the net loss of the enter- 
prise, They are considered apart from items representing tlie ordinaiy 
01 erations of the business and ai'e therefore commonly placed at the 
end of the statement. A common method of reporting casli discounts 
on the profit and loss statement is illustiated belmv: 
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Partial Profit and Loss Statement Showing 
Purchases Discount and Sales Discount 


If the other expense is gi-eater than the other income, the otlier 
expense may be reported first, the difference may be labeled “Net 
Subtraction,” and it may be subtracted from the net profit from opera- 
tions to obtain the net profit. 


THE DEPOSITOR'S Checks have taken tlie place of cim'ency in 

BANK ACCOUNT more important transactions inrohnng 

receipts and payments; in fact, checls are ti-eated as cash on accounting 
records, "^ffien a businessman uses cliecks, it is assumed that he has 
prertously made deposits in the bank on whicli the diecks are drawn. 
The deposits may consist largely of the clieclvs of liis customers. Tliis 
use of a bank account is imrariably recommended by accountants. The 
bank account safeguards and provides a better record of cash. 

The forms commonly used by the depositor in dealing vith Ms 
bank ai-e: 


Name 

1. Signature card. 

2. Deposit ticket. 

3. Passbook. 

4. Checkbook. . 

5. Bank statement. 


PUKCTIOX 

Prortdes the bank with the authenric signature 
of the depositor. 

Furnishes tlie bank witli tbe depositor's record 
of a deposit. 

Pro-sides tbe depositor with the bank’s record 
of a deposit 

Furnishes the depositor with a pajing medium. 

Provides the depositor -nith a periodic statement 
shoving the condition of his account 
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7/e StyrnUire Card Bofcre the first deposit vs made, the banV 
requi*t 5 s the depo'Jito'- to sijm his name on a si^mturc card THl's card 
p-oudts th‘' bank with a means of identvfjan? the depo iter’s signature 
\%hcn It appears on checks drawn on the bank- 

7/ c Deport Ttel r I When a deport is mad<» the depo'vto*- lists th«^ 
currcnc% and othc- itcm.-» of cash on a printed forni pTindcd bj thf* 
ban! This form is 1 nowm as a deponl ticket On it the depo jtor ente^ 
his name the date the total amounts of hilU and specie, ard the 
amounts of the indindual checks Oppo-ute the amount of each checl 
th<» depoqtor should enter the name of the local bank or the address 
of an out-of-cit% bank on which the check is drav'm or the numbe*^ of 
»he American Cankers As'>ociation that are p-intcd on the check. 
A •: mpl^ form of dopoqt ticket is chown in the illustration belcrv 

7/ e Passhoo! At the time of the 
frst depo it the ban! gives the de* 
po itor a bool kno m as a pa^sbool 
in which a record is made of each 
dcpo'it \\*hon the depo itor p»-o ents 
hw depo It and deposit ticlct to the 
bank teller he <hou! J uliO pt'ont this 
passbook The teller enters the 
amount of the depo it in the passbool 
Th s entn ‘serves as the depo itors 
record of the transaction The teller 
retains the depo it ticlet and from 
ihi'i a recerd of t^e transaction ls maoe 
in the books of the banl In some 
instances a duplicate deposit ticlct 
signed b) the tellf*’’ is used in pbcc 
of the entrv m the pas. book. 

Tie CfccJhool A written O'dc' Deposit Ticket 

agned bj a depositor mxicnng the 

bank to pa> mon^v from the amount depo ited to his account is 
known as a dec! Checl s riav be is from bound bool.s that 
p-onde a stub record as *ho ti in the inu-'tration on page 1 j 1. O’- the^ 
ma^ be p-T^pared on the tvpo nte-, m v hich ca.v> a carbon mav take 
th*’ place of the stub reco-d thf* s*ub is used, it should al raws 

br‘ filled out b'^^ora a is v ntten, othc’" ns^ it ma> be overlooled 
until after the checl has be‘’n «ent out and the data (o’- the stub arc 
no longe- availab!'* 
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Bank Statemenf. IMost banks give monthly statements to their 
depositors. The bank statement shoivs the amount on deposit at the 
beginning of the month, the amounts deposited during the month, 
the amounts withdravm dming the month, and the balance on hand 
at the end of the month. This statement is accompanied by the 



Bant Statement 
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d<*po'ito'’s checl^ that ha\e been paid b\ the bank Thf«=e chocks are 
Etami)ed or canceled to ‘=;how that thej ha\e been paid and are there- 
fo'‘e i no\''n as canceled diccks A t\’pical form of bank statement is 
shown m the illustration at the bottom of pajte 151. 

The balance on the bank statement s all usualh not o?ree \ nth th^ 
balance shoim In the depo'^itors record on the check stubs One 
reason fo- this di<^crcpanc\ is that some checks which the deposito' 
has K ue<] and has therefore subtracted from his bank balance will ro* 
ha\e been presented to the bank at the time the bank statement is 
prepared and consequentK \ ill not ha\e been ‘'ubtractod from the 
depositors balance in the records of the bank Other reasons for dis- 
crepancies are discussed belo 

The depo itor should reconcile the bank statement wath his record 
This is done in the following manner 

(I) All depo« la hand OT thebani statcn'c’it chould be compared wath tl-e 
<Ippo“ita shown on the cheef” stubs Deposits not shown on the banfc 
suUTTcnt should be added to the bank balance Deposits rot shown 
on ihe check stub record should be added to the ebeeJ book balance 
(2; All ranrclcd checks received from the lank should be comparej 
the check stubs The numl>ers and the amounts of all checlj t’at 
have not lecn returned b> the bank should be listed The total si ons 
the outsian line cl <cks not >et paid b> the bank This amount sho-M 
be deiurttd from the bank statement balarco 
(3) Errom tl at incorrectI> decreased the checl book balance should b* 
addt 1 to tlial f afance and errors or unrecorded bank cl arcei l‘‘3‘ 
decrca«<» the chc-ckbojk I alanco should be subtracted Iron that 
balance 

Aflc- the chock etub balance has been adjusted for items on the 
bank statement and the ban! statement has been adjusted for items 
on the ( heel- stubs the tt o amounts should agree The statem^rt 
shoving these adjustments is called a TeconnUation of hanJ lalanee 
and IS illustrated belo \ 


Jtrrosr;?MTios or P^uivcr hlA? cn 31, IDaQ 


Balance m chcckl ook SlSvtS-IO 

Add 

Colle<“tion of note J200 00 

Error on stub /IS 350 20330 

$1 3C1 90 

Deduct 

CoUectioi $ I ZO 

Account charge fo- 

March C 40 7 90 


Balance on bank stater^ent $1 f’®- 
Add Deposit March 31 1^' 

ti Oil 

Deduct 

Outstanding checks 

\o 141 ?10 00 

1-14 S ZO 

143 47 80 

UG SS 40 OJ ' 


Corrt-cled bank balance J13S4^ 


Corrected checkbook balance sj S3I 00 
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If the cash receipts .iournal and the casli payments journal have 
not been totaled and posted before the bank statement is reconciled, 
unrecorded chai-ges made by the bank may be recorded as pajunents 
and unrecorded amounts collected by the bank may be recorded as 
receipts in the jom'nals for tlie cmrent month. If the jornnals for the 
month have been totaled and posted, these entries should be made in 
the journals for the nevr month. 

CASH SHORT It is possible to prove cash at any time by 

AND OVER comparing the cash actually on hand and in 

the bank vrith the cash balance as shown by the records i^beginning 
cash balance plus cash receipts minus cash payments). If there is a 
discrepancy between the actual cash and the balance shown by the 
cash records and if no eiror can be found and it must therefore be 
assumed that a mistake was made in making change, an entiw is made 
debiting or crediting an aceoimt known as Cosh Short av.d Over. If the 
actual cash is less than the balance shown by the cash records, an 
entry is made in the cash pamnents jounral debiting Cash Short and 
Over and a'editing Cash. If the actual cash is gi^eater than the balance 
sliovii by the cash records, an entry is made in the cash receipts journal 
debiting Casli and ci'ediring Cash Short and Over. 

If, at the end of a fiscal period, the cash short and over accoimt has 
a debit balance, the balance will be considered one of the general 
expenses. If it has a a*edit balance, the balance wiU be included in the 
other income section on the profit and loss statement. 

CORRECTING ENTRIES EiTors are occasionally made in recording 

transactions. EiTors in books of original 
entry or in the ledger should not be erased. Erasur'es may lead one 
exanrining the books to believe that entries have been alter*ed by the 
bookkeeper to defraud the owner, since an erasure does not indicate 
the r'eason for the change. 

'When the wr'orrg amount is recorded in a book of original entry, 
the error may be corrected by drxtwing a line thi'ough the incorrect 
amount and writing the correct amount above. If the entry has been 
posted, but the accormts afiected have not been closed, the error may 
be corrected in this way. In tins case car'e must be taken to make the 
correction in both the book of ori^al entry and the ledger. 

If the viving accomit was mdieated in the book of original entry and 
the entry was thus posted incorrectly, or if an anrormt was merely 
posted to the wr-ong accormt, the correction is ordinaril.v made by a 
journal entry. The anrormt entered in the wrong accormt might be 



154 


ACCOUMnNG PRINOPLES 


lO. 9 


carccled and the cntn miKhl be made in the correct account, but thw 
method would not indicate the reason for cancellation It is the-^fo’e 
b'ttc’- to male the journal cntr\ so that the full explanation \nll 
en For example an expenditure for the eo*wices of clerl s in a store 
which should have been charged to Sales Salaries was recorded as a 
debit to on ce Salaries The correcting entr\ would be made m the 
general journal as follows 



/jeo0 


/ jrl/4 


A complete explanation should be given in a correcting entr> to 
explain the error Pefcrence to this correcting entry should also be 
made on the page w here the error occurred 

All errors that are discovered after the end of the fiscal penod and 
that afTect ruk<l books of onginal entr> such as the sales or the pur 
chases journals or that alTect accounts that have been closed or ruled 
are corrected bj journal entnes In such cases the correction ma> be 
made more quicklv bv a journal entr> than b> changing amounts 
The journal entn is also understood more readil> than a change m an 
amount afTccling the total of a book or an account \Mien the ontr> 
affects onlv asset or liabilit> accounts the debit and the credit needed 
to correct the erro’' arc made to those accounts ^^’hen an error affects 
the amount of the net income of a previous fiscal penod a debit or a 
credit IS mad»' to the capital account instead of to the income o- the 
expense account «ince all income and expense accounts have been 
cJoNcd and the net profit or the net lo-^s fo’* the penod has been trans- 
ferred to the capital account 

For example a pavin'^nt of *v»00 for advertising has be-en charged 
xs an expenre applicable to a particular month although it ls for «paee 
in a newspaper for a penod of six months If the error drscovered 
after the IxviLs have Ix-en cl ed the folio sing cntn is made 


i 


c:^ 


i/tit.7 
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The method of coiTecting errors will, to some extent, depend on the 
natm’e of the errors and the circumstances smTounding them. "^^Tiile 
the bookkeeper has considerable latitude in the methods used, he 
must make the corrections and the explanations so clear that they can 
be readily undei’stood by any one examining the records. 


QUESTIONS 


1. Should the less experienced bookkeeper be assigned to the general 
jom’nal or to one of the special joiu'nals? Why? 

2. Ray S. Hardin posts to customa’s' and ci’editors’ accounts each day, 
but he makes all otha' postings at the end of the month, (a) Is his genaal 
ledger always in balance? (b) If it is not, when can its accm'acy be proved? 

3. Desaibe the two related transactions indicated in the “T” accovmts 
below: 


Cash 


Accounts Payable Purchases Pur. Discounts 


(b) 1,56S (b) 1,600 


(a) 1,600 (a) 1,600 


(b) 32 


4. Don Cooper pays several invoices that are subject to cash discounts. 
The date of each invoice, the tarns, the amount and the date of pajunent 
ai'e given in the following table. How much is the pajmient in each case? 


Date op 



Date op Invoice 

Terms 

Amount 

Payment 

(a) 

October 4 

2/10, n/30 

$200.00 

October 13 

(b) 

October 11 

3 10, 1/30, n 60 

500.00 

October 20 

(c) 

October 14 

1/15, n.'GO 

400.00 

October 2S 

(d) 

October IS 

3/10, 1/30, n/60 

300.00 

November 16 

(e) 

October 23 

2/10, n/30 

100.00 

November 20 


5. E. H. Slocum finds that his cash on hand by actual count is $148.32 
but that his cash balance as shown by his cash jomnals is $146.32. Is his 
cash short or over? Give tlie enti'y needed to coiTect his records. 

6. The bookkeeper for Robert Baird records a pajmient of $100 as $200. 
Whai and how will this aTor be discova'ed? 


7. The account at the right is a 
conti-olling account for either ac- 
counts receivable or accounts pay- 
able: 

(a) Give the name of the account. 

(b) Name the journal from Avhich 
each posting in the account 
was made. 


1950 

1950 

Jan. 31 S,600 

Jan. 14 150 


31 4,500 
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Ijisfniciioijs: (1) Record the transactions in a special cash paj-ments 
journal similar to the one illustrated on page 145, a purchases journal similar 
to the one illustrated on page 115, and a general journal. Number the pur- 
chases beginning "with 1501. 

(2) Open the follo'wing accounts in the general ledger, using the page 
numbers indicated: 

Cash Page 1 

Prepaid Rent Page 7 

Accomits Payable Page S 

William Hunt, Personal. . Page 11 

Sales Returns Page 17 

Purchases Page IS 

Also open the follo'wing accounts in the accoimts payable ledger: Hall Manu- 
facturing Company; blaster Equipment Company; Wallace Products, Inc. 

(o) Post from the three journals to the accounts payable ledger and the 
general ledger. 

(4) Prepare a trial balance. 

(5) Prepare a schedule of accounts payable. 


Purchases Returns Page 19 

Sales Salaries Page 20 

Office Salaries Page 22 

Misc. General E.ypense Page 23 

Purchases Discount Page 24 


2. The following sales, cash receipts, and general journal transactions 
were completed during the montli of April, 1950, by William Hunt. The 
terms of all sales on account are 2.' 10, n 30. 

April 1. Invested ?3,000 cash. 

S. Sold merchandise to George Hill, Santa Ana. California, ?2,750. 

7. Sold merchandise to L. Adair, Wliittier, California, $1,650. 

Post to the customers'* accounts in the accounts receivable ledger. 

9. Received cash from George Hill for invoice of April 3 less discotmt. 
12. Sold mercliandise to Donald Ferguson, Denver, Colorado, SS50. 

15. Cash sales for April 1-15, $1,775. 

19. Received cash, $1,650. from L. Adair for invoice of April 7. 

21. Received cash for returned purchases, $100. 

Post to the customers’ accounts in the accounts receitT-ble ledger. 

22. Received cash from Donald Ferguson for invoice of April 12 less 
discount, 

23. Sold merchandise to George Hill, $2,575. 

26. Sold merchamdise to Donald Ferguson, $925. 

2S. Allowed George Hill credit for returned merchandise. $175. 

30. Casli s.ales for April 16-30, $2,500. 

Ivsirnciions: (1) Record the transactions in a special cash receipts 
journal similar to the one illustrated on page 140, a sales joinnal similar to 
the one illustrated on page 129. and a general journal. Number the sales 
beginning 'aith 601. 

(2) Open the foUo'wing accounts in the general ledger, using the page 
numbers indicated: 

Gasli Page 1 Sales Returns Page 17 

Accounts Receivable Page 3 Purchases Returns Page 19 

William Hunt, Capital Page 10 Sales Discount Page 26 

Sales Page 16 
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June S. Eeceived $490 from John Edwards for invoice of June 1 less dis- 
count. 

8. Sold merchandise on account to Mavwell Co., 915 Broadway, $350. 

10. Purchased merchandise on accomtt from Rex Products, Chicago, 
$1,600; invoice dated June 9; terms, 2/10, n/30. 

10. Cash sales for Jmie 1-10, $825. 

11. Sent a clieck to Spratr, Inc. in pajniient of invoice of Jmie 1 less 
the retitrn of June 5 and less discomit. 

Note that the amomxt of the return must be subtracted from tlte 
face of the invoice before the discount is calculated. 

11. Purchased office equipment on account from Stanley Equipment 
Co., Buffalo, $750; iinoice dated June 10; terms, net 60 daj^s. 

13. Received credit from Rex Products for merchandise returned to 
them, $60. 

13. Sold mercliandise on account to Bradlev Page, 1042 Ninth Street, 
$275. 

IS. Purchased office supplies on account from Piske & Taylor, 1350 
Broadway, City. $72.50; invoice dated Jime IS; terms, net 30 daj’s. 

Post from all .iournals to the accounts receivable ledger and the 
accounts payable ledger. 

15. Paid semimonthly salaries as foIIot\-s: office salaries, $S5; sales 
salaries. $225. 

15. Purchased merchandise on account from Spratt, Inc., $1,300; in- 
voice dated June IS; terms, 1 "10, n SO. 

IS. Allowed Bradley Page credit for merchandise returned, $35. 

IS. Sent a check to Rex Products in payment of invoice of Jmie 9 less 
credit for merchandise returned Jmie IS and less discount, 

19. Received $35 cash for merchandise that was purchased for cash and 
later returned. 

19. Received credit from Spratt, Inc. for allowance on damaged mer- 
chandise, $30. 

20. Sold merchandise on account to Maxwell Co., $450. 

20. Cash sales for June 11-20, $775. 

Post from all journals to the accomits receivable ledger and the 
accounts payable ledger. 

22. Purchased store equipment on account from Blaine & Snj'der. 
St. Louis, $650; invoice dated June 20; terms, net 60 days. 

23. Sent a check to Spratt, Inc. in payment of invoice of June 13 less 
allowance received on June 19 and less discoimt, 

25. Allowed hlaxwell Co. credit for damaged merchandise, $20. 

26. Purchased store supplies on account from Carson & Custer, 201 ilain 
Street, City, $35; invoice dated Jmie 26; terms, net 30 daj-s. 

27. Sold merchandise on account to George McCall, 115 Reading Road, 
$6S0. 

Post from all journals to the accounts receivable ledger and the 
accounts payable ledger. 



CHAPTER X 


THE PERIODIC SUMMARY 


PROCEDURE FOR 
PREPARtNG THE 
PERIODIC SUMMARY 

sented in tliis cliaptei'. 
maldiig sneli a snramary, 
in this chapta' and lata* 


The peiiodic suinmaiy for a nontrading bnsi- 
ness vras presented in Chapter "ST. A similar 
simunaiy for a trading business vrill be pre- 
Althongh there is no standard procedure for 
a convenient procedui'e, whicli vrill be followed 
ones, is as follows: 


1. Prepare a trial balance. 

2. Compile the data that will be needed in adjusting tbe accoimts. A good 
way to insure that none of tbe data will be omitted is to consider each 
item in the trial balance in tbe order in wbicb it appears and to deter- 
mine if an^' adjustment will be necessary. 

S. Prepare a work sheet from tbe trial bal.ance and tbe data for tbe 
adjustments. 


4. Prepare a profit and loss statement from the profit and loss state- 
ment columns of tbe work sheet and a balance sheet from tbe balance 
sheet colunms. 


5. Record tbe adjusting entries in tbe journal, using tbe adjustments 
columns of tbe work sheet as a basis. 


6. Record tbe journal entries required to close the income and expense 
accotmts and to transfer tbe net profit or tbe net loss to tbe proprietor's 
personal accotrat and tbe balance of this account to tbe capital 
account. 


7. Post tbe adjusting and clodng entries to tbe accounts in the ledger, 
and rule tbe accounts that are in balance or that it is d^irable to 
b.alance. 


S. Prepare a post-dosing rri.al balance. 

9. Prepare reversing journal entries to dose tbe new asset and babiliy 
accounts set up by tbe adjusting entries and to transfer tbe amounts 
into tbe income and expense accounts that will be used in recording the 
transactions of fie new fiscal period. 

10. Post tbe reversing entries, and rule tbe accounts that are in balance. 


If this procedure is compared with that followed in Chapter YI, it 
will he observed that the principal differences in completing the peiiodic 
summary are (1) the number of adjustments and (2) the preparation 
of reverang entries, Eeversing entries may he used with a nontrading 
buanes; but in order to make the first summary as simple as posable, 
they were not included in Chapter 

161 
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PREPARATION OF The uork required at the end of the penod 
THE WORK SHEET illustnted from the records of Hntt 

Home Applnnce«i On December 31, lOiO the end of a fiscal penod of 
one >03% a tnal balance is prepared in the first ta\o columns of a work 
cheet The additional data needed m adjusting the accounts are then 
compiled, as 'hoim m the table below The adjustments are then 
entcnxl m the debit and credit Adjustments columns of the v, ork sheet 
according to i bother the amounts are to be posted as debits or credits 
to the accounts. Wlien an adjustment afTects an account that do<^ not 
appear m the tnal balance, the name of the account is written belo v 
the trial balance in the Kamc of Account column and the amount is 
entered on the same line m the proper Adjustments column (See the 
work «hcet illustrated on page 163 ) The debit and the credit for each 
adjustment are idcntificti on the work sheet by small letters m paren* 
theses. This plan is helpful when the bookkeeper later records the 
adjastmg cnlnes in the journal 


Data pop Ann stmpms 


ttprcha’idiso In\emctry Doccrobcf 31, J530 


f20,000 

IiNcntoriM of Supplies 

Store Supplies 


COO 

OlTce Supplies 


250 

Prepaid Inrurancc Lxpirwl 

O’! MerchatKli®« 

$l7fl 


On Store Fquipp'eni 

150 


On 0«Sce fquip'TJ-nt 

30 


On Building 

50 

400 

‘Salaries PajTiblc 



Sales Salaries 

?100 


OfTicp SaJanes 

GO 

IGO 

SaJeA Compiismon-A Pa 5 *ablc 


3 000 


'Hio atljustmenU? arc onteml on the work sheet in the followang 
ntinncri 

Mcre!iaridt.<>c InraUory The nrTchandtre inscntory of $18,000 on 
hand at the beginning of the scar has dunng the year become a part 
the cost of goods sold This amount should therefore bo tninsfcm'd to 
the debit of Profit and Ix>ss Summan The entrj is made by crediting 
Merchandise In\cntcr} for $18000 and debiting Profit and Uxs 
Summarj for the same amount. 

The Ix^nning in\cntory now recoreled in the prefit and los^ nm>* 
man' account and the additional m^handtso purchased dunng the 
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j car represent the co«t of inerchandi'^ arailnble for «ale Not all 
this amount is a co't of the current fiscal period, for an in\cnton of 
$20 000 IS a\-aihble at the end of the jear An cnti^ must therefore 
bo made debiting Mcrch'indi'4? In\cnton to record the \aluc of thu 
a.s.'Ot and credilinq Profit and Los5> Summarj to record the deduction 
from the merchnndi'^ a%-ai]able for sale 

Supphe^ At the end of the jear the imcntor> of store supplies 
amounts to $G00 Store supplies expense is therefore $S25, the differ- 
ence bot\ cen the total debits to the account and the ^'alue of the 
m\ entor) StmilarK the office supplies inventor} is $230 and the office 
'supplies expense ls therefore ^730 Adjustments (c) and (d) are made 
debiting' ^torc Supplies and Office Supplies Used for the expenses 
and crediting Store Supplies and Office Supplies to record the decrease 
m the xmluc of these as.^ts 

Prepaid Insurance The value of the asset Prepaid Insurance has 
decreased $100 and expenses have been incurred for insurance on 
mcrchandi'o store equipment, office equipment, and bmldin? To 
record the decreaw in the value of the asset Prepaid Insurance, this 
account is cnxiitcd for $100 The appropnatc expense accounts are 
debited for their part of the insurance expense 

Salaries and Commissions Payable The liibilitj’ for the salaries 
earned but not paid ls recorded b> a credit of $1G0 to the liabilitv 
account Salaries Pajxiblo and debits to the appropnatc expense ac- 
counts, Sale*. Salines and Office Salanes Similarlj commis'ions 
cirned but not paid are recorded by a credit to the liability account 
Commis.sions Pavable and a debit to the expense account Sales Com 
nussions. 

After the adjustments have been entered in the Adjustments 
calwmivs, the of the adjusVrrvenl debits and credits is proved 

bv adding the columns. 

In the work sheet illustrated on page 02 the amounts In the TVial 
Balance and Adja'dments columns arc combmeel m the Adjusted Trial 
Balance columns It is cqu ill> cotccI, ho vcver, and often found to be 
simpler, to combine the amounts in the Tnal Balance and AdjU'^tmcnls 
columns as thej are extendefi into the Profit and Loss Statement and 
Balance Sheet columns. Tins latte*’ plan is followed in the illustration 
on page 1C3 

When the amounts m (he Trial Balance and Adjustments columns 
are combined and extended, the debit of $18,000 and the credit of 
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$20,000 to Pi'ofit and Loss Summaiy ai’e botli extended into the Profit 
and Loss Statement colunms. The same net profit would have been 
obtained at tlie bottom of tlie work slieet if the difference between the 
two amounts had been entered as a ci-edit of $2,000 in the Pi’ofit and 
Loss Cl', colmnn. But tlie debit amount of $18,000 is the beginning 
inventory and the a'edit amoimt of $20,000 is the ending inventonn 
Both of these amomits ai'e used in the prepai'ation of the profit and 
loss statement : both are therefore extended so that this statement can 
be prepai'ed completely from the data in the Pi'ofit and Loss Statement 
cohmms of the work slieet. 

l^fiien all items have been extended mto the Profit and Loss State- 
ment and Balance Sheet colunms of the work sheet, the net profit for 
tlie period is determined by subtracting the total of tlie Pi'ofit and Loss 
Statement Dr. colimui from the total of the Pi'ofit and Lo^ Statement 
Cl*, colunm. Tliis net profit is found to be $15,000. The net profit is 
also found by subti-acting the Balance Sheet Ci'. colunm fi'om the 
Balance Sheet Dr. column. Tliis amount, too, is found to be $15,000 
and is emdence tliat the work has been completed coivectly. Tlie 
amount of the net profit is added to the Pi'ofit and Loss Statement Dr. 
colunm and to the Balance Sheet Cr. colunm, and the colunms are 
tlien ruled in the mannei’ shown in the illusti-ation on page 163. 

PREPARATION OF THE The profit and loss statement is prepared 

the'work^sh'kt^ enti'ies in tlie Pi'ofit and Loss State- 

ment colunms of the work sheet. The items 
tliat appear in the Pi'ofit and Loss Statement cohmms ai-e shown in 
tlie ordei' in wliich they ai'e used on the repoi-t, witli the exception of 
those that are listed below the ti-ial balance. The method of prepai-ing 
the profit and loss statement will be readily imderstood by studjing 
the profit and loss statement on page 166 and by ti-acing to this state- 
ment each amomit that appeals in the ^Profit and Loss Statement 
colunms of the work sheet. 

The balance sheet is prepared from the entiles in the Balance Sheet 
colmims of the work sheet. The method of preparing the balance sheet 
from these colunms vill be undei'stood readily by ti-acing eacli amount 
in the Balance Sheet colimms of the work sheet to the balance sheet 
on page 167. The proprietorsliip is the balance of tlie capital accoxmt 
on the -work sheet plus the difference between tlie net profit for the 
period and the balance of the proprietor’s pei-sonal account. If the 
balance of the pei-sonal account is gi-eatei- than the profit, the diff'erence 
is subtracted from tlie old balance of the capital accoimt 
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mr: pciS atpuakces 

profit ftod Loes Stateseat 
Tor Tear £n£eS Dseestier 31» 1950 


Icso=o froa Salee: 

Salea 

Leaa Salea Retursa asl Allowances 

llet 


♦153,500 
1x500 


Coat of Goods Sold: 

k'erctaadiae Inreatory, Deceaber 31, 1949 ♦ 16,000 

Purebsaes • $112,500 

Add rrelebt In 7.5 00 

rellTered Cost of Purcbases . . ... $120,000 

Less TTiTcbasea Peturos and Allowances . 4,000 

!Iet Purchases ll6,P0g 

L'erchsBdlse Available for Sale $134,000 

Less terehandlse Inventory, Dececber 31, 1950 , * 20,000 

Cost of Goods Sold ...... 


Gross Profit on Sales. 


Operating Eipenses; 

Selling Expenses* 

Salea Salaries ............ $6,000 

Salea Ccs^Usslens. ........ . 3,000 

Advertlelsg 2,400 

Store Supplies Used. 625 

Inaurance Etpease on Verobandlse . . . 170 

Insurance Expense on Store Zqulpseot . 150 

Ulsceilaneous Selling Expense. .... 455 

Total Selling Expensea 15,000 

CTenersl Expenses: 

Office Salaries. ... $3,200 

Taxes 1,700 

Office Supplies Used 750 

Znrurarce Expense on Office equipment. 30 

Insurance Expense on Eutldlog. .... 50 

Ulscelleneous General Expense. .... 770 

Totel General Expenses 6. 500 

Total Operating Expenses. ............ 


lift Profit fros Operstlons 


Other Inccse. 

Purchases Discount. ........ $ 2,500 

Otter Expenses: 

Sales Discount. 2.000 


Ret Addition 


Ret Profit 


$150,003 


114,000 
$ 36,000 


21,500 
• U,5W 


500 

g_i5i<^. 


ProfSt and Loes Statement 
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HIATT HOlffi APPLIANCES 

Balance Sheet 
December 31, 1950 


Assets 

Current Assets: 

Cash ^ 3,000 

Accounts Receivable 20,000 

Merchandise Inventory 20,000 

Total Current Assets $43,000 

Fixed Assets: 

Store Equipment $28,500 

Office Equipment. . 5,500 

Building 12,000 

Land 3.000 

Total Fixed Assets 49,000 

Deferred Charges to Expense; 

Store Supplies $ 600 

Office Supplies 250 

Prepaid Insurance 150 

Total Deferred Charges to Expense 1,000 


Total Assets $93,000 


Liabilities 

Currant Liabilities; 

Accounts Payable $14,840 


Total Current Liabilities $18,000 

Fixed Liabilities: 

Mortgage Payable (Due 1954) • 5,000 


Total Liabilities $23,000 

Proprietorship 

James Hiatt, Capital, January 1, 1950. . $60,000 

Net Profit for the Year $15,000 

Less James Hiatt, Personal 5,000 10,000 

James Hiatt, Capital, December 31, 1950 70,000 


Total Liabilities and Proprietorship $93,000 


Balance Sheet 
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ADJUST1HG ENTRIES After the financial ropo-ts ha^e b^n p-c- 
pared, the adjusting cntncs arc recorded jr 
the general journal The AdjustJn'*nts columns of the wo-k '^he-et an* 
Used as the basis of th(>e cntncs. After these cntncs ha% e been po t 
the accounts nill refiect the finannal condition of the business at 
end of the fiscal penod The adjusting cntiiGs for Hiatt Home Ap- 
pliances arc illustra’cd below 
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GENERAL JOURNAL 

_ Paos ST 
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CLOSING ENTRIES The doling entries are reconlcd in the general 
journal. These entries summarize in the 
and loss summarj' account the income, costs, and expenses for 
the ponod. means of these entries, also, the not profit (o'- net !o-.s) 
IS transfciTod from the profit and loss summarj- account to the pro- 
prietor’s personal account, and the balance of the latter account maj 
be closed into the capital account. The closing entries of Hiatt Home 
Appliances are illustrated on page 169- 

It wall be observed that four cloringcntncs are made: the first clcs« 
all profit and loss statement accounts with tredit balances and transferr 
these credit babnccs to the credit side of the profit and Joss summarj- 
.account; the second doses all profit and loss statement accounts aith 
debit balances and transfers these debit balances to the debit side of the 
profit and loss summarj- account; the third closes the profit and loss 
summarj- account and transfers the balance to the proprietor’s personal 
account; and the fourth closes the personal account and transfers the 
balance to the proprietor's capital account. 

WTien these entries are posted to the profit and loss sumnurj- 
account in the usual manner, that account will show only three debits 
and tv.0 cmJiLs. 





Fomo accountants, however, prefer to have the profit and !«« 
sumnnry account show the income, costs, and expenses in detail. In 
such imst-incea the individual items in each entry arc posted to the 
profit and loss summary’ account. For example, in the first journal 
entry Sales, Purchases Rctnms and Allowances, and Purchases Dis- 
count arc debited, and Profit and Loss Summarj- is credited for the 
sum of the three amounts. \\Ticn the entrj’ is posted to the profit and 
loss summary account, three credits are entered poparately and the 
source of each credit Is indicated in the Items column. Simihrly the 
jounwl entry sho-ws one debit for all costs and expenses; but when the 
entry’ Is posted, the \-arious debits malnng up this total are entered 
scparatclj' and the source of each fa indicated in the Items column. 
This method, illustrated on page 171, has the adrantage of sho-.\ing in 
the profit and loss summarj’ account all sources of income, coct, and 
expense instead of totals only. 



a. 10] 


THE PERIODIC SUMMARY 


171 



After tlie adjusting entries and the closing entries shovm on pages 
16S and 169 have been posted to Hiatt's ledgei* and the accounts have 
been balanced and ruled, only the asset accoimts, the liability accounts, 
and the proprietor’s capital account remain open. The balances oi 
these accoimts correspond exactly with the amoimts on the balance 
slieet on page 167. 

THE POST-CLOSING At the end of a fiscal period the equality of 
TRIAL BALANCE debits and the credits in the ledger is 

determined by means of a trial balance. Tlie adjusting and the closing 
entiles are then made. If these entiles are recorded and posted cor- 
rectly, the equilibrium of the debits and the ci*edits in the ledger is not 
disturbed because the entries consist of equal debits and credits. A 
post-closiug trial balance is thei'efore taken to test the accuracy of 
these entries. The post-dosing trial balance of Hiatt Home Appliances 
is illustitited at the top of the following psrge. 
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REVERSING ENTRIES AftrT ihf Iwlj'cr ha.s I)(Pn cIfAr*d, thp llahllitj 
acrouiit S.ilftri'*^ Tayablo lias a credit Ixilan'v 
of $IG0. Wien palarios are jiaid at tlio end of the Idvscekly pay p^riol 
a part of tho payment \\ ill cinrcl Uiis haldlity and a part v. ill lx* fabr> 
pxpon5e of tlic new period. It m;iy not Ik* wmvenient, however, f<K 
the Ijookhoepcr to make this analysis at the time Hilaries are pi'k 
Tliercforc, lieforc llie ontrii's for the new p^nixl arc reeordtsl, an rntry 
is made debitinji the liability account Salaries Payable for ?1G0 and 
rrfslitins the expense aecounU S.ilcs Salaries and Ollico Sabries for 
$100 and ?G0 n-six'ctively. The total amount jxiid for RnLiries in the 
new pcrio<I will be debiUsl to the appropriate expense accounts. Tlie 
balance of tlK^e acrounts v.ill then reprevnt the actual expense for 
the new p^riiKb 

Similarly the liability account Commis-.ions Payable is debited fir 
$•3,000 and the exp^nv* account Sales Commissions is credited for that 
amount. During: the new jieriod the cxpf'nse account Sales Com- 
missions v.ill Ik? debiterl for all rommls-iors |Kiid. The balance of the 
aceount will then repre^^-nt the a»^lnal exp^n'^e for the ntw |)ericK!. 
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Entlies similar to these are called reversing entries because they 
reverse the adjusting entries made at tire end of the preceding fiscal 
period. The reversing entries of Hiatt Home Appliances are illusriated 
below: 


GENERAL JOURNAL Page SS 



DATE 
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Reversing Entries 


After the reversing entries liaise been posted, the ledger of Hiatt 
Home Appliances vill be ready for the entries to record the ti’ansactions 
of the new period. 


QUESTIONS 

1. J. P. Allen, a shoe merchant, has his bookkeeper prepare statements 
nionthb’- but close the books onlj'’ once a year. How man5'' months will be 
covered in the Pj-ofit and Loss Statement columns of the work sheet on 
Januaiy 31? On hlai’cli 31? On Novembei- 30? 

2. The work slieet illusti-ated on page 163 does not use columns headed 
“Adjusted Trial Balance” that were used in the work sheet on page 92. 
Discuss the advantages and the disadvantages of using these columns. 

3. R. D. Adams’ pei-sonal account has a debit balance at the end of his 
fiscal period before the books ai'e adjusted and closed. Could it have a 
debit balance after* the accounts ai*e adjusted and closed? Explain. 

4. What is the difference in the purpose of (a) adjusting entries, (b) closing 
entries, and (c) revei'sing enti*ies? 
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5 On December 31 the end ol the annual fiscal penod nhat adjuin’'? 
entn wjuld be rcquire<l for the following itcm.s’ M hich of the a Jju trj 
entries would be rc\cr-ed7 

(a; The ineonio 1C5 of r"erc{ andw aft* Januarj 2 $15398 .1 I)c-fc~ 
LerSl $lC2ljGo 

(b) OITce Supplies costing $150 and store supplies costing $4.o 15 
asailablo for use dunng the fscal perio 1 OITcc supplies arrountiri: 
to $50 and store "upplies worth *100 arc on 1 and on December 31 
(c On Januarj 1 t! e prepiid insurance on mcrchandire was $40 Th j 
pol c% expired on June 30 On Juh 1 a new poliej on rrerchand "e 
stock w as taken out lor a perio<l of one > ear tl e j remium being $*0 
Tl 13 amount was debited to tl e prepaid insurance account 
(d) Salanes tl at ha\c accrued since the last pa> da> amount to $3ro 01 
this amount <110 is owe 1 to olTcc cmplojecs and $2o0 to store clerks 

C h xf lam the nature of the entries marl- od (a) (b) and (c) m the follow 
mg account 

OiFirr SALARirs 

ijou iXo 

Dec 31 Balance v 4 324 CO Di-c 31 (b) 

31 (a) J12 14B20 

I ’ 4 1'2 '0 

1951 

11 , 


PROBLEMS 

I The account lialances m tin Ie«li.er of illiam E\ aru on December 31 
of the current >car arc a-5 follow >» 


Cash $ 12 COO freight In $ 5 

Merchand s<. If \nio 3 19000 SalesSalants 14 <>''0 

Store I quiprcrt 3 000 Ahirti-'ng 1 COO 

Store Suppl c-a 1 100 Misc S llmg Fxjdi^e COO 

I fcpai 1 Ir«uranc( 1 200 OITco Salarie-s C^ 

William Esars Capital 30000 Rent f xjiense 1200 

Sales 100 000 Misc Gcacral Exjicnst <00 

Purchases C9 COO 


The data for a Ijaslmtnts at the end of tht >car are 
Merchandire ms onion, $23 '00 
Store suj pi f-s lnscnto'> $o00 
Prepaid itisarenw! expired $100 

inr'ruWionj (!) Prepare an t ght-coJumn wo'k slett for tie >farl> 
fiscal penod 

(2) Record the adjusting crtnc« in a gt-erel journal 


J13 4 47:'so 

— M 

4 4"2 60 

H.| UsU 
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2. The account balances in the ledga- of the hlon-ison Sales Company on 
December 31 of the current yoca' are as follows: 


Cash $ 6,067 

Accounts Receivable 18,000 

i^Ierchandise Inventory. 5,000 

Store Equipment 7,000 

Oflice Equipment 2,000 

Store Supplies 480 

Office Supplies 175 

Prepaid Insurance 1,600 

Accounts Payable 9,390 

Mortgage Pajarble 10,000 

S. J. Morrison, Capital. . . . 30,000 

S. J. j\Iorrison, Pers. (dr.) . . , 5,000 


Sales 

$100,000 

Sales Returns and Allow. . . 

500 

Purchases 

88,200 

Freight In 

2,500 

Purchases Ret. and Allow. . 

1,200 

Sales Salaries 

6,540 

Misc. Selling Expense. . . . 

233 

Office Salaries 

3,145 

Rent Expense 

3,600 

Misc. General Expense . . . 

720 

Purchases Discount 

420 

Sales Discount 

250 


The data for adjustments at the end of the j’ear are: 

Jlerchandise inventory, $15,000. 

Supplies inventories: 

Store supplies, $66. 

Office supplies, $55. 

Prepaid insurance expired, $1,200. 

Accrued salaries: 

Sales salaries, $180. 

Office salaries, $60. 

lusirncfions: (1) Prepare an eight-column work sheet for the yearly 
fiscal period. 

(2) Prepare a classified profit and loss statement and a classified balance 
sheet. 

(3) Record the adjusting entries in a general journal. 

(4) Record the reversing entry as of rhe beginning of the new fiscal period. 


3. The accounts and their balances in the ledger of C. C. Clark on hlarcli 
31 of the current yeai’ were as follows: 


Cash $ 3,282. 4S 

.-Vccounts Receivable. . . . 4,196.50 

Merchandise Inventory 13,100.00 

Store Equipment 4,750.00 

Office Equipment 1,250.00 

Building S. 00 0.00 

Land 2.000.00 

Store Supplies 26S . 75 

Office Supplies 116.80 

Prepaid Insurance 600.00 

Accounts Payable 3,861.50 

Salaries Payable 

Taxes Payable 

Mortgage P.avable 7.500.00 

C. C. Clark, Capital 25,000.00 

C. C. Clark, Personal (dr.l 300.00 


Profit and Loss Summary 


Sales $18,150.40 

S.ales Returns and Allow. . 57. SO 

Purcliases 15,619 . 67 

Freight In 385,10 

Purchases Ret. and Allow. . . 175.00 

Sales Salaries 400.00 

Advertising 102.75 

Store Supplies Used 


Insurance Expense on hler- 

chandise 

Insurance E.xpense on Store 


Equipment 

!Misc. Selling Expense 46.95 

Office Salaries 100.00 

Taxes 77.20 
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OTce Supplies U*'*d M»«c General Expc”*© jsj 55 

In?jra'-cc I xpon*e on OITce Purchases Discount 41 15 

Equip'^ent Sales Discount 42 M 

Insurance I xpense on Build- 
fne 


The data for adju.%tmcnLs on March 31 were as follon s: 


Mc*chand:*e in\cntorj 


$13,850 00 

InNonlones of supplies 

Sto'c suppl es 


184 50 

Office supplies 


81 25 

Prepaid insurance ctpiiid 

On rrcrchandL‘0 

$15 00 


On Bto’e equipment 

4 00 


On office equipment 

1 25 


On building 

10 00 

30 25 

Salaries payable 

Sales salaries 

$50 00 


Office salaries 

12 50 

C2 60 

Taxes pajable 


34 80 


Int'Tut'xnns (1) Open an account jn the Icdccr for each account Ijlrd 
Fntcr the balances in the appropriate accounts under date of March 31 
f2) Prepare an cighi-colunn work sheet for the monthlj fiscal pcno'l 

3) Pfcpare a p*ofii and lo«3 statement and a balance sheet 

4) Rcco'd the adju'ttnj; entries m a general journal and post to ll* 
ledge* accounts 

(it P.ecord the clcring entries and post to the ledger accounts. 

G) Rule and balance the ledger accounts 
7) Pfrpare a post-<lo»mg tnal balance 

(8) Record the ro%tr*ing entries as of April 1 and post to the led?''* 
accounts. 
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Part 1 


The transactions in this practice set were completed bs’’ Thomas 
Benton, the proprietor of a wholesale automobile accessories business. 
Although these transactions deal unth the operations of a wholesale auto- 
mobile accessories business, thej’’ ai’e intended to illustrate general prin- 
ciples of accounting rather than the technique of the accounting system of 
a pai’ticulai' business. 

Part 1, which is given on the following pages, applies the methods and 
principles developed in the first ten chapters. Pai’t 2, which follows 
Chapter XIV, applies the methods and principles developed in Chapters 
XI to XIV also. Both pai'ts may be recorded in the same set of 
blank books. 


The general ledger accounts to be used ai’e; 


Cash 

Notes Receivable 
Interest Receivable 
Accounts Receivable 
Reserve for Bad Debts 
Merchandise Inventory 
Store Equipment 

Reserve for Depreciation of Store 
Equipment 
Office Equipment 

Reserve for Depreciation of Office 
Equipment 
Building 

Reserve for Depreciation of Building 
Land 

Store Supplies 

Office Supplies 

Advertising Supplies 

Prepaid Insurance 

Prepaid Interest on Notes Payable 

Notes Payable 

Interest Payable 

Accounts Paji-able 

Salaries Payable 

Mortgage Payable 

Prepaid Rent Income 

Thomas Benton, Capital 


Thomas Benton, Personal 
Profit and Loss Summary 
Sales 

Sales Returns and Allowances 

Purchases 

Freight In 

Purchases Returns and Allowances 
Sales Salaries 

Receiving and Shipping Force Wages 
Advertising 

Advertising Supplies Used 
Store Supplies Used 
Depreciation of Store Equipment 
Miscellaneous Selling Expense 
Office Salaries 
Rent E.xpense 
Office Supplies Used 
Depreciation of Office Equipment 
Depreciation of Building 
Expired Insurance 
Loss from Bad Debts 
Miscellaneous General Expense 
Purchases Discount 
Interest Income 
Rent Income 
Sales Discount 
Interest Expense 


Insfruciions: (1) Open the general ledger accounts, numbering the pages 
consecutively. Not all of these accounts will be used during the first month 
of this practice set, but all should be opened at this time. 

177 
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The custoners’ accounts in the accounts receivable ledger are aj 
follcr^vs 

Docker Tire Shop. 311C ParUaj, City 
Drowr5V,a> Carafe, 4221 Brovi-nway, City 
Central 5^r\»eo Station, 315 Mam St . City 
Dorton Dowej. 41? Hor"or Ase . City 
Elans Carafe, 2351 Ma<lL«on Itoail, Cit> 

Graham Auto Repair Co , 531 Shaw Ase . City 
Hijhwai Serxlcc Station, 3150 riainvillc Road, City 
Johnson Tiro Shop, CS2 E Sixth St , Citj 
Lanfdori A Rllmore, 2130 Dale Road, City 
Portland Transfer Co , 152 Tliird St , City 
Rostra Seriicc Station 136 I-ibertj St , City 
Thompson Garage, Milford 

The crediiorb' accounts in the accounts pajablc ledger arc as follows; 
( anion Tiro Co . 3712 Canal St , Akron 
Eustis Suppl> Co, 116 Mam St, Citj 
Howard Auto Supplies, 352 Market St , Chicago 
•Marshall Radio Corporation. CJ6 State St, Philadelphia 
IVrkIns Battcr> Co. 1032 Randolph St , St Louis 
Randolph Supplj Co . 917 Front St , City 
Waller Tirt Co, 1210 Rntf Road, Akron 
Whitman Suppl> Co, C3l Ilro3dwa>, Cit> 

InMtri.eii(iiis i2) Oi>eti the accounts In the accounts recdvahlo and the 
accounts pajaMe lp<tKcrs, arranemg the accounts in alphabetic order. 

The books of onginal entry cotV'tsk of a Rencral journal v.tU\ two 
amount columns; a imrchase>> journal hte that on pages 122 and 123; a 
purchases returns and allowances journal like that on page 120; a wlea 
journal Iile that on |)ag«* 129, a sales rttums ami allowanas journal Be 
that on page 135; a ca.sh rx'CtipLs journal hi e that on page 140; and a ca.'h 
payments journal like that on page 115 


/n>fr«rlioni: (3) Number lie pages of each journal UTinnlng with I in 
each journal 

The bahnee sheet of Fcptcnil>‘r 30 of TIomas n<nton, a whole^ilf 
dealer in automobile accessonc-., is as given on the following page 
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THOMAS BENTON 
Balance Sheet 


September 30, 19 — 


Assets 

Liabilities and Proprietorship 

Current Assets: 





Current Liabilities: 





Cash 

o,G91 

45 



Accounts Payable 



2,162 

So 

Accounts Receiv. . 

1,142 

GO 





Mdse. Inventory . . 

24,916 

So 



Proprietorship: 

Thomas Benton, Cap. 



29,954 

00 








Tot. Cur. Assets. 
Deferred Charges: 



31,750 

90 






Store Supplies .... 

72 

50 








Office Supplies . . . 

51 

25 








Adv. Supplies 

66 

40 








Prepaid Insurance. 

175 

SO 








Tot. Def. Chai'gps 



36.) 

95 






Total Assets 





32,116 

S5 

Total Liab. & Prop. 



32,116 

35 


Insirudions: (4) Make the opening entry in the general journal from the 
balance sheet. Post the entry. 

The details of accounts receivable and accounts payable on September 
30 are: 

Accounts Receivable 

Brownway Garage, 4221 Brownway, City, sale of Sep- 


tember 29 $ 206.50 

Graham Auto Repair Co., 531 Shaw Ave., City, sale of 

September 27 347.80 

Langdon & Fillmore, 2130 Dale Road, City, sale of Sep- 
tember 28 142.25 

Thompson Garage, Milford, sale of September 26 446.05 


Total Accounts Receivable $1,142.60 

Accounts Payable 

Eustis Supply Company, 416 Main Street, City, Sep- 
tember 3, Purchase No. 387; terms, net 30 daj’^s $ 65.00 

Marshall Radio Corporation, 616 State St., Philadelphia, 

September 26, Purchase No. 413; terms, 2 10, n/30. . 985.60 

Walker Tire Company, 1240 River Road, Alcron, Sep- 
tember 28, Purchase No. 414; terms, 2 TO, 1 ,'15, n SO. . 1,112.25 


Total Accounts Payable $2,162.85 


I7is{ructw7is: (5) Record the balances in the appropriate customers’ and 
creditors’ accounts. All sales are made on the terms 2 10, n/30 and therefore 
the terms of each sale need not be given in the account, but the date of each 
sale should be shovm in the Items column. Both the date and the terms of 
each purchase should be showui in the Items colunm in the accounts payable 
ledger. 
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Ociobcr 6. Paid tlie foUowing salaries and wages: sales, $33 0; recei%-ing 
and shipping force, ?70; office, 3110. 

Ociobcr 6. Received 36S6.50, cash sales for October 1-6. 

Post from the various journals to the customers’ and creditors’ accounts 
in the accomrts receivable and the accounts payable ledgers. In actual practice 
this posting would be completed daily, but because of the comparatively 
small number of transactions in tliis set. the posting uill be completed only 
at the end of each week and of each month. 

Ociobcr S. Received from Becker Tire Shop check for 3202.37 in pajnnent 
of the sale of September 29 and from Langdon & PiUmore check for 3139.40 
in pajunent of the sale of September 28. 

October S. Paid cash for miscellaneous office supplies, 335.50. 

October 9. hlade tlie following purchases on account: 

Purchase No. 420, Randolph Supply Co., store supplies, $27. Invoice 
dated October 9; terms, net SO days. 

Purchase No. 421, Walker Tire Co., merchandise, 3700.74. Invoice dated 
October S; terms, 2.10, 1/15, n 30. 

Ociobcr 9. Paid the printer 321.75 for booklets for the salesmen. Charge 
Sliscellaneous Selling Expense. 

Ociobcr 10. hlade the following sales on account: 

Sale No. 7S6, Brownway Garage, 31,736. 

Sale No. 7S7, Graham Auto Repair Co., 3558.40. 

Ociobcr 10. Sent a check to hlarshall Radio Corporation for invoice of 
October 1 and a check to Walker Tire Company for invoice of October 1. 

October 12. hlade the following sales on account: 

Sale No. 788, Evans Garage, 32.003.35. 

Sale No. 789, Becker Tire Shop, 5-1S3.25. 

October 12. Purchased merchandise for cash, 3575.95. 

October IS. Received from Walker Tire Company a credit memorandum 
of 325.40 for retmn of merchandise on mvoice of October 8. 

October IS. Received from Johnson Tire Shop check for 3238.63 in pay- 
ment of tlie sale of October 3 less credit for return of October 6 and from 
Central Sertdee Station check for 3253.62 in payment of the sale of October 3. 

October IS. Sent a clieck to Perkins Battery Company for invoice of 
October 4. 

October IS. Made the following purchases on account: 

Purchase No. 422, Whitman Supply Co., advertising supplies, 340. 
Invoice dated October 12; terms, net 30 daj-s. 

Purchase No. 423, Canton Tire Co., merchandise, 31,030.70. Invoice 
dated October 12; terms, 2 TO, n/30. 

October IS. Allowed Etmns Garage credit of 374 for merchandise returned 
On tlie sale of October 12. 

October IS. Paid the following salaries and wages: sales, 3330; receiving 
and shipping force, 370; office, 3110. 
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October 34. Made the following sales on account: 

Sale No. 795, Johnson Tire Shop, $276. 

Sale No. 796, Highw'ay Sendee Station, $332.65. 

October 35. Sent a check to Walker Tire Company for invoice of Octo- 
ber 16. 

October 26. Allowed Highw’ay Ser\ice Station credit of $20 for damaged 
merchandise on the sale of October 24. 

October 26. Received from Rogers Ser\dce Station check for $657.82 in 
payment of the sale of October 16 less credit for return of October 19 and from 
Portland Transfer Co. check for $327.81 in payment of the sale of October 16. 

October 27. blade the following sale on account: 

Sale No. 797, Thompson Garage, $1,381.05. 

October 27. Received from Howard Auto Supplies a credit memorandum 
of $40, allowance for damaged merchandise on invoice of October 22. 

October 27. Paid the following salaries and w’ages: sales, $330; recehing 
and shipping force, $70; office, $110. 

October 27. Received $843.50, cash sales for October 22-27. 

Post to the accounts in the accounts receivable and accounts payable 
ledgers. 

October 29. Made the following purchases on account: 

Purchase No. 428, Canton Tire Company, merchandise, $2,058.68. 
Invoice dated October 27; terms, 2 10, n -30. 

Purchase No. 429, Randolph Supply Co., store supplies, $43.50. Invoice 
dated October 29; terms, net SO days. 

October SO. Allowed Thompson Garage credit of $24.95 for return of 
merchandise on the sale of October 27. 

October SO. Paid bills for heat, light, and power, $75. (Charge Miscel- 
laneous General Expense.) 

October SO. Paid the telephone bill, $25. (Charge Miscellaneous General 
E.xpense.) 

October SO. Received from Thompson Garage check for $347.60 in pay- 
ment of the sale of October 6 and from Evans Garage check for $350fS9 in 
payment of the sale of October 20. 

October SI. blade the following sale on account: 

Sale No. 798, Becker Tire Shop, $588.30. 

October SI. Received from Canton Tire Company a credit memorandum 
of $11.80 for merchandise returned on invoice of October 27. 

October SI. Paid freight in charges amounting to $86.75. 

October Si. Withdrew $200 in cash for personal use. 

October SU Received $395, cash sales for October 29-31. 



CHAPTER XI 

ACCOUNTING FOR NOTES AND INTEREST 

NATURE OF INTEREST The gi'anting of ci'edit is one of the sei'nces, 

among many, rendered by the sellei' to the 
buyer, and its cost is included in the sales price of the connnoditj*. 
Ci-edit, itself, is a commodity' that is often bought and sold. The price 
paid for aedit is knoum as interest. For example, John Reed may 
boiTOW $1,500 in casli from the Fii*st National Bank on June 1 andagiee 
that he mil pay tliis amount on Septembei* 1 vritli interest at 6 per cent 
for tlie three-month period. Accordingly he pays Sl,o22.o0 on Septem- 
bei' 1, of u'lucli $22.50 is interest, the price he paj's for the use of $1,500 
from Jmie 1 to September 1, 

l^Jien a business boiTows money, it ordinailly gives the lendei* a 
mitten promise to pay knomi as a note. Tlie note may be interest- 
hearing or no7i-intcrest-bcaring. If it is interest-beailng, it states that 
interest is to be paid at a fixed percentage. If it is non-interest-beaiing, 
no intei'est is chai-ged vmtil after the due date. Interest may be chai"ged 
at the legal rate for any time that the note remains unpaid aftei' it is 
due. 



Notes issued by firms to banks in procurement of loans are interest- 
beaiing if the interest is to be collected at matuiiri-, tliat is, vrhen the 
notes ai-e due. Tlie bank may require, however, that the interest on a 
note be paid at the time tlie loan is contracted. In this case no rate of 
intei'est is stated on the face of tlie note because no interest is to be 
collected at matm'itx*. A more detailed explanation of interest on 
notes issued to banks is given later in tlus chapter. 

1S5 
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The inten^t charged a busine^ by its creditors is an erpenso and 
l«i called erpeve. The interest that a business charges its 

custom''rs is an income and h called tnfercsi income. It is eWdent that 
mtere't expen'v' to one firm is interest income to the firm to v,hich the 
interest is paid 

ASCERTAINING Tho rate of interest for a year is slated as a 

INTEREST percentage of the face of the note. Thus, if 

the rate is C per cent, the face of the note is $1,000, and the time b 
one scar, the inten>.t is six one-hundredths (.00) of $1,000, or SCO a 
\car 

The time in\ oh td in ordinary commercial loans is usually loss than 
one scar, con'equcntlj the greater portion of practical interest pmb- 
Icms require ascc rtaming the interest for a fraction of a year. To facili* 
Late the«o calcuhtions, it is cu-stoniar>* to regard a year as 300 da}^. 
In figuring intorcct on notos, bu.fmes.smen usuaWj' cendder a month 
to be "O da\-s, or one-tweUth of a >car WTion banks discount notes, 
h')«c\cr, iho\ usualU count tho exact number of daj's until maturity, 
although 300 da\-s arc con.'tdcre<i one year For example, a note fo^ 
$l 200 that IS iv-ued on July 1 and is to bo due on September 1 is Iv.u'd 
for02(La\'«, o’-G2 ‘ICOofaycar The method of determining the 02 dayi 
IS hhown in the table lielou 

Jul> 1 to July 31 30 days 

Aueusi 31 days 

Soptemlwr I day 

CJ days 
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?1,200 for 60 daj-s at 6% $12.00 

$1,200 for 2 days (1 30 of $12) .40 

Interest for 62 daj*s $12.40 


It is often necessai-j- to ascertain the interest for a certain period at 
a rate gi-eatei' or smallei’ than 6 pei' cent. In such a case the intei'est 
for tlie period at 6 per cent is dete-mined frst. The proper amount to 
be added to or subtiacted from this amount is then computed, and the 
intei'est at the given rate is thus ascertained. For instance, if, in the 
example given above, the intei'est rate vrere S per cent, the interest on 
$1,200 for 62 dai-s at 6 per cent would he detei'mined first. The interest 
at an additional 2 per cent would then be found by taking one thu'd 
of the interest at 6 pei’ cent. The two amounts would then be added. 
The calciilation of the intei'est in this case is shown by the following 
table: 

Interest on $1,200 for 62 daj's at = $12.40 

Interest on $1,200 for 62 days at 2^ = 4,13 

Interest on $1,200 for 62 dot's at S'pf = $16.53 

If the rate of interest in the preceding example were only 5 per cent, 
one sixth of the intei'est at 6 per cent would be determined and this 
amoimt would be subtracted from the interest at 6 per cent. The 
calculation of the interest in this case is shown by the following table: 

Interest on $1,200 for 62 daj's at 6^ = $12.40 

Interest on $1,200 for 62 dat-s at ISc = 2.07 

Interest on $1,200 for 62 days at = $10.33 

NOTES PAYABLE All notes paj’able are usually recorded in one 

accoimt. If many notes are issued, a supple- 
mentaiy record that gives the details of the notes may be kept. The 
form of tliis record will be discussed in a later chapter. 

TMien notes are issued to ci-editors in patmient of accounts, the 
liabilitt' Accounts Parable is decreased and the liability Notes Parable 
is inci'eased. These facts are recorded by debiting the accounts of the 
creditors to whom the notes were issued and by crediting the notes 
parable account. 

For example, if a business wishes an extension of time on an invoice, 
it may ^ve a ci*editor a note parable for a peiiod of thirti* or sixty days. 
Assume that on November 7 W. L. Cooke gave a 30-day note for 
S1,000 to a creditor, A. J. Funk. The following jornmal entry was 
made: 


Nov. 7 Accounts Payable — A. J. Frink 1,000 

Notes Payable 1,000 


Issued a SO-day note ■without interest. 
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WTicn Cooke pnid the noto on December 7, the folloiMOR entrj n-ai 
made in his cash paj ments journal 


CAW P»VMCHTS JOUWMAI. 



, 


j IVc 1 " jSotrt ! «>ab (• ] 

' \ 1 TunL j 

I'"*!, 1 i-'" 


^^'hcn A J Funk recoi\od the note from Cooke, he might ha\*e 
traa^ftrred it to his bank for cash If he had done so Cooke s entrj 
iiould hue been the same but bis pajment would ha\e been made 
to the liank 

RECORDING INTEREST Like all Other expenses interest expense repre- 
EXPENSE sents a deduction from proprietorship It u 

reconded as a debit in a sepiraCe account entitled Interest Expense 
ForexampU on Jul> 1C K Rust gave a creditor, R F Hurdick, 
a note for $>00 duo in 30 da>'s and beanns interest at the nte of 
6 per cent On Julj 31 Rustjn^o Bunhek a check for $801 m pa\ment 
of the note and interest The issuance of the note was recorded m the 
general journal and the pajment of the note and interest was recorded 
in the cash p^iments journal as follows 

Jul> 1 Accounts I a> able — It P Burdick 800 

NotcsIa>a{?e 800 

liwuwJ a 30-<la> note In payment of 
account »»th U F BurJick 


C*»M rAYMtwrS JOUPHAt 


— I- • 'I ■ 



1K93B 

issnn 

MCXMrreottD 



IBBS 


Jul> j 31 Sot -! I a al !<• * U f 

Ilur 1 ck 

1 ^00 1 


\ 1 f -1 

31 lntpr«-<t T spfn »• Int o 

m abox^ not^ 

' 4 ! 


; • 


The result of these two entnes was a debit of $S00 to the account of 
the creditor, a debit of $1 to the expense account Interest Expoa'c, 
and a credit of $S0 1 to Cash 

ff a merchant has accounts pax able subject to cash discount that 
he IS unable to pax Iiocaase of a lack of cash he will find it to hJ 
adx-intagc to borrow from a bank and to take the cash discount. Fee 
etimpje.on Octobc-1 Clxde WeWm purchased rrcrchandLsefor$l 200 
terms 2/10 n/GO, from Howard Daxxes On October 11 \\eldin dd 
not haxe the monej xxith xxhich to pa> thus inxoicc He thcrtfc"c 
borrowed $1 200 from the bank at G per cent fo” 50 daxs He sent th** 
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creditor $1,176, the amount of the invoice less 2 per cent discount. 
On November 30 he paid the note with interest amounting to $10. The 
entries made by Wei din in his cash receipts and cash payments journals 
to record the loan from the bank, the payment to the creditor, and 
the payment to the bank were as follows: 


CASH RECEIPTS JOURNAL 


DATE 

ACCOUNT CREDITED 

EXPLANATION 

H 

GENERAL 

CR. 

SALES 

CR. 

ACCTS. 

REC. 

CR. 

SALES 

DISC. 

DR. 

CASH 

DR. 

Oct. 11 

Notes Payable 

50-day, 6 % note 


1,200 




1,200 


CASH PAYMENTS JOURNAL 


DATE 

ACCOUNT DEOITED 

EXPLANATION 

POST. 

REF. 

GENERAL 

DR. 

ACCTS. 

PAYABLE 

DR. 

PUR. 

DISC. 

CR. 

CASH 

CR. 

Oct. 11 

Howard Dawes 

Invoice of Oct. 1 



1,200 

24 

1,176 


Nov. 

30 

Notes Payable 

Bank note 


1,200 



1,200 


30 

Interest Expense 

Int. on above note 


10 



10 


The net effect of this gi'oup of ti’ansactions is a $24 income item 
Purchases Discount and a $10 expense item Interest Expense. This 
net earning of $14 is reflected in the net credit of $1,186 to Cash instead 
of the $1,200 Weldin would have paid had he not paid his invoice 
until the end of the 60-day credit period, 

NOTES RECEIVABLE Few notes are received in payment of sales 

in a typical retail business. A note is usually 
received by a retail firm only when a customer cannot paj'- his account 
on the due date and gives his note to obtain an extension of time. Notes 
are also received by retail firms that sell their products on long-term 
credit. For example, a retail dealer in household fm’nitm*e may receive 
a note from a customer in exchange for merchandise. This note is 
usually paid by monthly installments. Wholesale fh’ms and manu- 
facturers receive notes more frequently than retailers, but accounts 
receivable of such wholesale firms and manufactm'ers are usually much 
lai'ger than their notes receivable. 

The one who signs a note and thus promises to make payment is 
knovm as the maker or payer. The one to whom pajmient is to be made 
is loiown as the payee. In the note on page 190, Harold Boyd is the 
maker and E. R. Bryan is the payee. The note is a liability of Boyd as 
he must pay its amount, and it is an asset of Biyan because it gives 
him a claim against the property of Boyd. 
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Non InlfreM Ileirins Nolc 


DiNTin rrcciNcd th** note from Uoyd he made the follcvirs 
cnln in his pcnenl journal 

Mar 1 Nolp^ Pcrcnable 182 

Acrounla R^^ivablo Harold Bojd 182 

Rocoucd a l&-d3> rote without interest 
n paNrrcnt of the account with Harold 
Bo}d 

The credit entn is po tod to the accounts reccu’able account m ih* 
tenc-il ledscr and to the account of Harold Bosd m the customer 
ledger 

If «uch Imnsactions are numerous a special column ma> be pro- 
ndw] m the pent m! journal so that th^ debits to Notes Roceis’abl** can 
bn po *«1 as a total \ sejianito journal Imo as a nof« rfCcirfiVe 
;o in al is «oirctirres used 

If Hnan wishfs to rcccise cash on the note l)cfo’i} jt comes due, h** 
rin divrojnt the note at a commercial liank If he dons this hn 
fidnr^e the note b\ wntinp hi'* name on the bad of the note Th-s 
endor^ment mat es him liable fo- the pajTnnnt of the note if the bark 
IS unable to collect exsh on the no*e uhen it comes due 

It 15 castoman to reco-d all no*ns rcccirable m one account, rr-n? 
the propneto' h,a.s m his possrs. ion notes repn-senlinp the total o' tL? 
account The amount dun from each customer on a note can I>n ascr" 
tnined In exammma th'' notes on hard The date of pa>'m«’nto'ans 
other irfonr-ntion about the note can Ix* determined m th'' sane 
mannt- If num»’roas no*<-s a-e rocened a supplementarj rc<uD'd nav 
brt maint'iine<l to fho\ th** details ixlali.c to thr notes. This 
svill lx cTpIainwi m a later chapter 

RECORDING INTEREST Irlc*TSt ir'*om<* IS compf‘ns3tjon fo* cred t 
INCOME granted to others Ule other fo*7ns m 

come It rep-c«ents an addition to p-op-ieto-ship It ls record'^ as a 
credit in a v'pante account cnlUh-d Inte'T-st Income 
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For example, on July 1 John Ritter received from a debtor, William 
Linder, a note for $1,000, due in 30 days and bearing interest at the 
rate of 6 per cent. On July 31 Ritter received $1,005 from Linder in 
payment of tlie note and interest. The receipt of the note was recorded 
in the genei’al jom'nal and tlie receipt of cash in pa^unent of the note 
and interest was recorded in the cash receipts jom'nal as follov^: 


July 1 Notes Receivable 1,000 

Accounts Receivable — William Linder 1,000 


Received a 30-day, 6^ note to apply on 
account. 


CASH RECEIPTS JOURNAL 


DATE 

ACCOUNT CREDITET5 

EXPLANATION 

POST. 

REF. 

GENERAL 

CR. 

GALES 

CR. 

ACCTS. 

REC, 

CR. 

SALES 

DISC, 

DR. 

CASH 

DR, 

July 

31 

31 

Notes Receiv.able 

Interest Income 

Note of Wm. Lin- 
der 

Int. on above note 


1,000 

5 




1,000 

5 


The net result of tliese two enti-ies is a debit of $1,005 to Cash, a 
a'edit of $1,000 to the debtor’s account, and a ci'edit of $5 to Interest 
Income. 


DISCOUNT ON NOTES Banlcs maj^ collect intei'est in adT’ance on the 

loans they make to their customers. A bank 
deducts tlie amount of interest from tlie face of the note given it by 
tlie customer and gives him cash for the remainder. This procedm-e is 
called d'iscoimting a vote. The deduction made by tlie bank when it 
discounts a note is called discount. 

The discount deducted by the bank is not to be confused ivith cash 
discount. A cash discount is a specified percentage applied directly 
to the invoice price. For example, a cash discount of 2 per cent on a 
$300 invoice is 2 per cent of $300, or $6. Discount deducted by the 
bank is interest paid in ad^mnce and is computed in the same manner 
as intei'est. For example, on tlie preceding amount, $300, bank dis- 
comit figm-ed at 6 per cent for 30 days would amount to $1.50, calcu- 
lated as follows; 

6% of $300 = $18 a year 
80 (Taj'S = 1/12 of a year 
1/12 of $18 = $1.50 

Bank discount is considei'ed an intei'est expense and is charged to 
that account. For example, on Septembei’ 1 John Ritter discounted 
Ms ovm 30-day note for $1,000 at the Fii-st National Bank. The bank 
cliai'ged Mm 6 per cent intei'est, which amomited to $5. It therefore 
gave Mm $995 in cash for Ms $1,000 note. Ritter's ti'ansaction with 
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his bank u'a.s recorded in his general journal and his cash receipts 
journal as fo!lc«^. 

Sept- J Ca^»i 995 

Intcrt*!! h^pen'o 5 

^^otts I’ajable 1,000 

Discounted our own 30^aj note at 
at tl 0 bank 


CASH Mccirrs iOonnAL 



V{1 

li SoicA rtiab'*" S<'<* i:«-nfral }ourn«ll 

1 

1 1 


^rtrj of S<'pl 1 j t 


j ' , 


The complete entr}* was made m the general jourmil, but the 
receipt of tash al-N^j had to lie recordetl in the cash receipts journal jf 
this journal was to l)c a complete record of all cash receised The two 
entncs were made as showm al) 0 \e, but a check mark was placed In 
the Posting Reference column for the debit to Cash in the general 
journal and in the Posting Reference column for the cretht to Kotca 
Pav.ible in the cash receipts journal WTien the books were fwsted, 
wasdtbiictl for $i>9oasapart of the total of the Cash Dr. column. 
Interest Kspf'n^o was debited (or §5 from the entr>' in the gentra! 
jourmil, and Notes Paj-ablo was credited for $1,000 from the entrj 
in the general journal 

On OctoW 1 Ritter paid the bank $1,000 in settlement of the 
note This tniaMction was rocordefi as follows: 


CASH rAYMCNTS VOU^NAL 


I llrri Nstioral 




The net result of all the^ entries was a debit of $,j to the expense 
account Intcrc-st and a cre<lit of $■> to the ca'^h account 

Somclim(*s a ba'ine«.s discounts the notes of customers at its Innk. 
If a customer’s note is non-intcrest-Iiearing, the bank will dwluct from 
the face of the note the interest from the date of discount to th** date 
of maturity and will then give the owner the difference. If the note is 
interest-bearing, the bank will add to the face of the note the interest 
from the date of issue to the date of maturity In order to find the 
maturity v-alue of the note. It will calculate the interest on the matu”- 
ity value from the date of discount to the due date and will deduct this 
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amount from the matmity gi^nng the o\TOer the difference, 

called the proceeds. 

For example, on November 9 Jolm Ritter received from a customer, 
J. W. Stone, tile latter’s QO-daj?-, non-interest-bearing note for $1,125 
in payment of a sale on October 10. Tliis ti’ansaction recorded 
as follows: 


Nov. 9 Notes Receivable 1,125 

Accounts Receivable — J. W. Stone 1,125 


Received a 90-day, non-interest-bearing 
note from J. IV. Stone in payment of tlie 
sale on October 10. 

At tlie end of 30 days Rittei* needed additional cash and therefore 
discounted this note receiimble at his bank. The bank had to wait 
60 da 3 ’'S from the date of discount to obtain the face of the note, $1,125; 
consequentljr, it deducted discount, or interest, for 60 daj'S from the 
face of the note. The rate of discomit was 6 per cent, and the amount 
of the discount was $11.25. Ritter therefore received credit for 
$1,113.75 for the discounted note. Tliis ti-ansaction was recorded in 
the general jom-nal and the cash receipts jornmal as follows: 

Dec. 9 Cash 1,113.75 

Interest Expense 11.25 

Notes Receivable 1,125.00 

Discounted the 90-day, non- 
interest-bearing note, dated No- 
vember 9, that was received from 
Stone. 


CASH RECEIPTS JOURNAL 


DATE 

ACCOUNT CREDITED 

EXPLANATION 

POST. 

REF. 

GENERAL 

CR, 

SALES 

CR. 

ACCTS. 

REC, 

CR. 

SALES 

DISC. 

DR. 

CASH 

DR. 

Dec. 

S) 

Notes Recei^able 

See pcneral journal 
entry of Dec. 9 

V 

1.113.75 




1.113.75 


The problem is slighth* different if the note beai's interest. For 
example, on November 10 Rittei* received from Haiwe.v Dickson a 
90-da3' note for $1,200 vith interest at 6 pei* cent. The transaction 
was recorded as follo^vs: 

Nov. 10 Notes Receivable 1,200.00 

Accounts Receivable — Harvey Dick- 
son 1,200.00 

Received a 90-day, 6 % interest- 
bearing note from Harvey Dickson. 

At the end of 90 da 3 *s tliis note would be worth $1,218, the face 
plus intei’est. If the note was discounted at the end of 30 dai's, the 
bank would take into consideration the fact that it would receive 
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$1,218 when tho note is due. It would therefore base the dlvount on 
lint amount. If the rate of discount wa-s G per cent, the discount on 
$1,218 for CO daj’s would be $12.18. ^^'hcn this amount ($12.18) was 
subtracted from the \-alue of the note at maturity ($1,218), the procffd!. 
o- the amount that the bank would pai' Ritter for the note, would be 
$1,205,82. Tlicso computations may be tabulated as follows: 


Principal of note 

81.200 OO 

Dn 

Cr 

Notes Receivable 

Interest i90 (3a>'s. 

18 00 


Intc.'csl Inco’ne 

Value of note at matuats 
Discount CO daj'. 6' , 1 

$1.218 00 
12 18 

Interest Expen* 

VC 

Proceeds of rote pr»*-enl 

\alue 

$1,205 82 

Cash 



The same data are showm praphically below: 


Valu? o{ 

lace NoU: *t 

'f Note Interest for 90 Da\s .Maturiij 


+ 


fl.SIS 


Di’^counted Value of 

\ atue of Kotc at 

Vote Discount for CO Da>s Maturils 

1 - ^1 

$1.20'»W 11,218 

It Is common in transactions such as the one illustrated above to 
con'^ider onlv the excess of the net proceeds over the face t-alue of the 
note as interest income The item of $12.18 is not, in reality, interest 
expense, but rather an a<Ijustment of the overstatement of inlerc'l 
income If the note had liecn held until maturity, the interest incorry' 
would ha\o amounted to $18 DLscounting the note, howexer, resulted 
m a net pain of onl\ $5 82 Tliis amount was therefore recorded a' 
rnterest income. The computation of (ho proceeds of the note would 
Ik* made exactly as shown in the tabulation above. The entries in the 
pencral journal and the cash receipts journal of Ritter would Ik* as 
follows: 
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CASH RECEIPTS JOURNAL 


DATE 

ACCOUNT CREDITED 

EXPLANATION 

POST. 

REF. 

GENERAL 

CR. 

SALES 

CR. 

ACCTS. 

REC. 

CR 

SALES 

DISC. 

DR. 

CASH 

DR. 

Doo. 

10 

Notes Rf‘coi%*nblo 

See general journal 
entry of Dec. 10 

V 

1.205.S2 




1,205.82 


The foregoing transaction might have been recorded in the cash 
receipts journal only vdth sepai'ate credits to Notes Receivable and 
Interest Income. As this is an unusual transaction, however, the 
method illusti'ated above is recommended so that the complete ex- 
planation made possible by the use of the general jommal vdll be 
a\^ilable. 

In some instances the discount exceeds the interest earned by the 
note to matm'ity. This happens when the discomit rate is higher than 
the interest rate and the discoimt period is approximately as long as 
the interest period. For example, if Ritter had discounted Harvey 
Diclcson’s note at a discount rate of 8 per cent 15 daj^ after he received 
it, the discount would have been $20.30 and he would have received 
proceeds of $1,197.70. The discount in tins case would have been $2.30 
gi'eater tlian the interest to matui’itj*. The entries in the general 
journal and the cash payments journal of Ritter would have been: 

Nov. 25 Cash V 1,197.70 

Interest E.xpense 2.30 

Notes Receivable 1,200.00 

Discounted the 90-day, 6% in- 
terest-bearing note dated Nov. 10 
and signed by Harvey Dickson; 
discount rate, 8%. 

CASH RECEIPTS JOURNAL 


DATE 

ACCOUNT CREOrTED 

explanation 

POST. 

REF. 

general 

CR. 

SALES 

CR. 

ACCTS. 

REC. 

CR. 

SALES 

DISC. 

DR. 

CASH 

DR. 

Nov. 

25 

Notes Itocoi^*ablo 

See general journal 
entr>’ of Nov. 25 

V 

1,197.70 




1,197.70 


DISHONORED NOTES Wlien a business discounts a note receivable, 

it is responsible to the bank for the pajunent 
of the note if the note is not paid at matirnty bj* the maker. Discomit- 
ing a note thei’efoi'e I’esults in what is known as a coy^iingent liability. 
A contingent liability is not at the time of record a liability, but it 
may become one if some possible event should take place. It is possible 
that the maker of a note ^vill not pay the note when the bank presents 
it to him for payment. In sudi a case, the note discounted becomes an 
actual liability of the business that discounted it. 
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As -^"as explained on page 149, if the total other expense is gi-eatei* 
than the total other income, the difference may be labeled “Net 
Subtraction” and may be subtracted from the net profit from opera- 
tions to obtain the net profit. 

THE CREDIT CYCLE Credit may be received on purchases or maj' 

be extended on sales. In either case business 
operations ai-e facilitated and the accomiting is extended and compli- 
cated. The illustrations below show the evolution of accounting for 
ci'edit. 

(a) Sale for cash. 

Cash Sales 

(a) 500 (a) 500 

(b; Sale on account; cash collected at the end of the credit period. 

Cash Accouxts Receivable Sales 

(b) 500 , (a) 500 i (b) 50^ ^a) 500 

Ti'ansaction (b) occiu's at the end of the ci'edit period and represents 
a delayed receipt of cash for the sale. 

(c) Sale on accoimt to A. Walker; note accepted to prolong tlie 
ci'edit period; note paid at niatui-itiv 

Cash Notes Receivable A. Walker Sales 

(c) 500 j (b) 500 (c) 500 (a) 500 | (b) 500 (a) 500 

I 

In tliis tjTie of transaction tlwee steps ai'e required to produce cash. 

(d) Sale on account to G. Thomas; terms 2/10, n/30; sales discount 
taken by customer. 

Cash G. Thomas Sales Sales Discolvvt 

(b) 490 j (a) 500 t (b) 500 j (a) 500 (b) 10 • 

j > 

In the accounts shown above, G. Thomas was debited and Sales 
was ci'edited at the time of the sale. Thomas paid this biU within the 
discount peiiod and was therefore entitled to a $10 discount. The 
sellei', who received the casli 20 daT-s in advance of the SO-daT* credit 
pei-iod, had a sales discount expense of $10, This prompt payment by 
Thomas gave the sellei' his cash earliei', relieved him of bookkeeping 
costs, and eliminated the possibility of a bad debt. 
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Period During 

Period During 

Period During 

Which Cash 

Which 100% of 

Which 100% -f 

Discount May 

Invoice Price 

Interest Should 

Be Deducted 

ilust Be Paid 

Be Paid 

Inception ] 


1 ] 



of tlie " • 

Transaction I 

Original Credit Period ^ Extension Beyond 

The diffei'ence in computing cash discount and intei'est should be 
noted. The amoimt of casli discount is the same on the first and tlie 
last daj’^ of a particulai* cash discount period. For example, the discmmt 
of $120 on an invoice for $6,000, dated June 1, teims 2/10, n/30, can 
be deducted eithei' on Jxme 2 or Jmie 11 or any date between. In the 
case of intei'est, the amoimt to be added becomes gi'eater day by day. 
On a $6,000, 6 per cent note dated July 1, the interest would increase 
$1 eacli day. To pay the note on July 2 would requu'e a total of $6.001 : 
on July 3, $6,002; on July 11, $5,010. 


QUESTIONS 

1. When tlie Black Department Store started business, it paid cash for 
all its piu'cliases and it received cash for all its sales. Its annual volume 
was $20,000. Toda 3 -, its annual sales total $600,000, including cash sales 
and sales on account payable on the first of the following month. On some 
lines of goods customa's pay monthly over 12 to IS months. On purchases 
the compan 5 - gets SO to 90 da,vs with cash discount prhdleges. To take 
adi'antage of ail its cash discounts, it borrows from local banks on its 
notes, (a) In how many waj's can tliis store use ciedit transactions? 
(b) Unda* what conditions might the store give or receive notes? (c) What 
tlwee different accounts maj- be debited when Sales is credited? (d) Wlien 
Pm'diases is debited, what three different accounts maj* be credited? 

2. The balance sheet of Robert Scott, a retail grocer, on December 31 
of the current year showed notes receitvible of $5,000 and accounts receiv- 
able of $5,000. On the same date the balance sheet of James Foster, a 
competitor, showed notes recehmble of $1,500 and accounts receivable of 
$S,o00. (a) 'Wiich balance sheet indicated the more desirable condition? 
(b) If Scott and Fostei' were dealers in farm machineiy, would 3 'our answer 
be the same? 

3. On Januarj* 7 Harold Thomas purchased goods from the Shore Sales 
Go. for $375, terms 2/10, n/60. On February 1 he gave the vendor his 
30-day, non-interest-bearing note. On IMarch 2 he paid the note. Give 
the entries for tlie transactions in general journal form (a) on Shore’s 
books and (b) on Thomas’ books. 
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PROBLEMS 

1. The transactions of the Ocean Finance Company in notes receivable 
and notes pajmble dinging 1950 may be derived from the foUoTring table: 


Date 

Principal 

Dtje 

Rate op 
IXTEREST 

INTEREST 

Payable 

Amovxt of 
PR iyaPAL 

Notes receitmble; 

Jan. 1, 1950 

6 mos. 

BTc 

every 3 mos. 

$ 2.000 

Jan. 15. 1950 

10 years 

oTc 

everj- 6 mos. 

10.000 

May 20, 1950 

60 dat-s 

6^c 

at maturity 

1,200 

Notes pajmble: 

Nov. 15. 1949 

1 year 

4^c 

e^'ery 6 mos. 

12.000 

Apr. 10, 1950 

3 mos. 

BTc 

at maturitj* 

6.000 


JiJsfrHf’ioas: Kecord rJl receipts and pajTnents of principal and interest 
vrhen due during 1950 in a cash receipts journal and a cash pajments journal 
with columns similar to those illustrated in this chapter. 

2. G. Haines completed the transactions Ikted below, among others, 
during a three-month fiscal period: 

Sept, 1. Eeceived from D. Shore, a customer, a 60-day. non-mterest-bearing 
note for ?7.200. dated September 1. 

10. Gave M. tyhiting. a creditor, a 60-day. 6*^ note for $2,400. 

16. Discounted at the Harris Trust Bank at 6*^ the note received from 
D. Shore, dated September 1. 

Oct, 1. Discounted at the Harris Trust Bank at 6fi- a note for $5,000 
received from H. Forest on Xovember 30 of last year, due in one 
year. 

S. Deceived from G. Simms, a customer, a 15-day. 5^7- note for $7.6S0. 
dated October S. 

12. Discounted at the Harris Trust Bank at 7*^ his own 6-irionth note 
for $12,000. 

23. Received paj-ment from G. Simms for the note of October S. 

Nov. 1. Notified by the Harris Trust Bank of the dishonor of the note of 
September 1 signed by D. Shore. Paid the bank the face value of 
the note and a $5 protest fee. 

9. Paid amount owed on note issued to M. TThidng dated Septem- 
ber 10. 

SO. Received patment from D. Shore for the note of September 1 in- 
cluding interest of $36.03 from the date of maturity. 

Jnsfrsirifons: Record the transactions in a cash receipts journal, a cash 
paj-ments journal, and a general journal like the ones in this chapter. In 
discounting notes, use the actual number o: daj's to maturity. 
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3 The mdindual loan accounts in the subsidiarj ledger of notes receu able 
of the Lews Loan Co are given below 


Name John Miller 

Int rate Pajments $200 monthlj plus interest 


DATf 

Amol*«t 

I AID 

Intcrfst Amount of 

TO j ISTEHEST 

Paid on 
Principal 

Principal 

Balance 

7 1 50 

8 1 50 

9 1 oO 

?2o0 

249 

8 1 50 $50 

9 1 50 j 49 

$200 

200 

$10 000 

9 800 

9 600 

Name 

Int rate 

Alice Phill 
O'- 

ps 

Payments $400 every 2 months plus interest 

1 15 50 

6 15 50 

8 15 50 

«o00 

49r 

C 15 50 $100 

8 15 »0 1 96 

1 $400 

400 

$10 000 

9 600 

9 200 

Name 

Int rate 

Theodore Roberts 

5 Pa>ment3 Interest somiannually 

principal $1 000 annuallj 


t 10 49 

10 10 19 

4 10 50 

$ 250 

1 250 

10 10 19 $250 

1 10 50 250 

$1 000 

$10 000 

10 000 

9 000 

Name 

Int rate 

Oscar Thompson 

P*’ la>menW $250 monthly Including 

principal and interest 


8 2) 50 

0 2o 60 

1 $250 

1 9 25 50 $50 

$200 

$10 000 

9 800 

Name 

Int nto 

Robert Williams 

I aymcnls $5 000 annually plus interest 

10 30~t8 
10 30 49 

$5 400 

10 30 49 j $400 

$5 000 

$10 000 

5 000 


IngIn etwng (1) Assume that the principal and the Interest on all loans 
arc rcccned on the daj thc> become due Record receipts dunng October 
1950 In a cash receipts journal v.Uh the lollovnnK mone> columns General 
Cr Interest Income Cr Notes Rccohable Cr Cash Dr 

(2) post to the eubsi har> Iclgcr If a workbook is not used prepare 
loan accounts as abo\ e for the subsidiary ledger 

(3) Enter the October 1 1950 balance of $J2 GOO In the notes receivable 
control account Post to the following general ledger accounts Cash Notes 
UeceUablc Interest Income 

(4) Prepare a schedule to prove the controlling account. 

•To con«ervp npneo heading *re not repeated for each aeeount 




CHAPTER Xll 

DEFERRED AND ACCRUED ITEMS 


NEED FOR The life of a business is divided into periods 

CONSIDERATION knovTi as fiscal periods. At the end 

of each fiscal period two statements are prepared: one shoving the 
assets, the liabilities, and the proprietorship at the end of the period; 
the other shoving the income and the expenses for the period. Time 
statements of the financial condition of the business and of the income 
and the expenses ordinarily cannot be prepared from the ledger ac- 
comits that include only cmrent ti'ansactions, since there ai'e some 
income and expense items that ai*e not recorded cmrently. 

Insurance expense takes place day bj’’ daj^ but it is not until a 
balance sheet and a profit and loss statement are being prepared that 
insm’ance expense is made a matter of record. At that time the insur- 
ance expense applicable to the fiscal period is recorded in one enti’y 
covering the period. In a similar way provision must be made to see 
that all income and expense items of the period, but no others, are 
included in the profit and loss statement. Any part belonging to future 
periods should appeal', not on the profit and loss statement, but on the 
balance sheet. 

The items involved in such adjustments may be gi'ouped in four 
classifications. They are: 

1. Deferred charges to expense. 

2. Deferred credits to income. 

3. Accrued expense. 

4. Accrued income. 

Deferred charges to expense ai'e the amounts that have been paid 
for expenses but that are reallj^ applicable to a futui'e period. Deferred 
credits to income are the amounts that have been received in advance 
of the serrices rendered and that will be eai'ned in futm'e periods- 
Under the heading of accrnals are the expense and the income items 
that have acci'ued from day to day but that have not yet been recorded. 
Interest expense on a note paj'able and interest income on a note 
recei\^ble are illusti'ations of such items. 


DEFERRED CHARGES Deferred charges to expense represent commodi- 
TO EXPENSE serrtces that have been pm’chased 

for consumption but that ai'e miconsimied at the end of the fiscal 
period. Although sucli items are pm'chased and paid for in one period, 
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the unused portions will not become expenses imtil they are consumed 
in a subsequent penod The> are therefore frequentl> termed prepaid 
expenses Prepaid expenses are of \’anous kinds In this chapter p’t- 
paid insurance and prepaid interest are discussed to illustrate th" 
procedure in handling prepaid expenses at the close of a fiscal penod. 

Recording a Dejerred Charge as an Asset WTien insurance premiums 
are paid, the pajments arc debited to a prepaid insurance account. 
At the end of the fiscal penod the amount of the insurance premiums 
expired dunng the penod is ascertained from the policies, or, if an 
insurance polic> register is maintained, the amount of expired insurance 
IS found bj obtaining the total of the column showing the expirations 
for the penod The difference between the total of the premiums paid, 
which IS shown by the prepaid insurance account, and the total of the 
premiums expired which is determined from the policies or the insur 
ance policy register is the amount of unoxpired insurance The expired 
insurance is anal>zed according to the \*anous tj-pes of propertj in- 
sured and the amount of expired insurance applicable to each land 
propertj is reported on the profit and loss statement m the proper 
expense group For example, expired insurance on merchandise and 
store equipment is considered a selling expense, and that on oiTice 
equipment and buildings a general expense 

To illustrate, it maj bo assumed that the prepaid insurance account 
has a balance of $300 at the close of the jear This amount represents 
the unoxpired insurance at the beginning of the year plus the total of 
the premiums paid dunng the jear On December 31 it is ascertained 
from the insurance policy register that the following insurance has 
expired dunng the jear $170 on merchandise, $150 on store equip- 
ment, $30 on office equipment and $50 on building The expired 
insurance is recorded bj the following adjusting entrj 

Dec 31 Insurance Expense on Merchandise 170 

Insurance Expense on Store Equipment 150 

Insurance Expense on OfTce Equipment 30 

Insurance Expense on Building 50 

Prepaid Insurance ^00 

To record the expired insurance premiums 

This entrj’ transfers to appropriate expense accounts all of the 
expired portion of the premiums paid It leaves in the prepaid insur- 
ance account the unoxpired portion, $100 This amount ^ 
ported on the babnee sheet as a deferred charge to expense 

Recording a Dejerred Charge as an Expense Occasional!) 
expenses are charged direct!) to expensp accounts as thej art? incurred 
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For example, in the previous chapter when notes were discounted, the 
prepaid interest expense was charged directly to the account Interest 
Expense. Assume that on December 1, a business discounts at 6 per 
cent its own 90-day note for $10,000. Its entry in general journal form 
is: 


Dec. 1 Cash 9,850 

' Interest Expense 150 

Notes Payable 10,000 


Discounted a 90-day note at 6%. 

At the end of the fiscal period on December 31, only one third of 
the interest expense has been used; the other two thirds will be an 
expense of the futm’e fiscal period. The follomng adjusting entry 
transfers the unused portion of Interest Expense to an asset account, 
Prepaid Interest on Notes Payable. The entry is given below: 


Dec. 31 Prepaid Interest on Notes Payable 100 

Interest Expense 100 


To record the prepaid interest on notes 
payable. 

The prepaid interest on notes payable will appear on the balance 
sheet as a defeired charge to expense. The balance of the interest 
expense account ivill appear on the profit and loss statement under 
the heading “Other Expense.” 

If the interest ex'pense account had a debit balance of $385 before 
the adjustment, the entry to close the accoimt would be: 


Dec. 31 Profit and Loss Summary 285 

Interest Expense 285 


To close the interest expense account. 

When these enti’ies have been posted, the interest expense account 
and the prepaid interest on notes payable account appear as follows: 


Interest Expense 


1949 










Dec. 

1 

Balance 

V 

235 

Dec. 

31 

Adjusting 

J36 

100 


1 


J35 

150 


31 

Closing 

J37 

285 





385 





385 


Prepato Interest on Notes Payable 


1949 










Dec. 

31 

Adjusting 

J36 

100 
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REVERSING ENTRIES The prepaid interest item of $100 vail become 
an expen*^ during the next fiscal period and 
should be recorded in the interest expense account as an expense of 
the next period At the beginning of the new fiscal penod therefo’e 
the entire amount of the prepaid interest is transferred from Prepaid 
Interest on Jsotes Paj-able to Interest Expense b> a reversing entry 
so called because it reverses the adjusting entry made at the end of 
the preceding period This entr> is as follows 

Jan 2 Interest Expen«e 100 

Prepaid Interest on Notes Payable 100 

To transfer the prepaid interest to the 
interest expense account 

When this entrj has been posted the interest expense account and 
the prepaid interest on notes payable account will appear as follows 


IsTFiinsT PxpEssr 


1J4J 

1 Dtc 

1 

1 Dalance 

1 

ns 

23» 

ISO 

1J4J 

Dec 

31 

Adjusting 

Closing 

JSC 

137 

100 

285 


'1 




385 





365 


19o0 

Jan 

2 

Revera ng 

1 

100 








Purr AID IsTFitisT ov Notes I ayable 


U4J ■ ~] 

' 1J50 1 Ii II 

ii Dec ,31 [Adjusting |J36* 100 

Jan j 2.never3ing J38j| 100 (| 

11 1-t 1 1=-^ 

Ii -—I — l=®II ■ ■' 


The interest expense account is now ready for the recording of all 
January interest expense transactions Additional pajonents for in 
terest expense w ill be debited directly to the interest expense account 
As stated in Chapter VI the purpose of an adjasting entiy is to 
record in a single entrj events affecting an account that have taken 
place dunng the fiscal penod If the account in question is an asset 
account such as Prepaid Insurance Prepaid Rent or Ofhee ^up* 
plies a portion of the account balance has become an expense and that 
portion is transferred to an expense account In this case no revenng 
entry is needed as the new account set up by the adjusting entry u 
an expense account 

If however the account to be adjusted is an expense account such 
as Insurance Expense Interest Expense or Office Supplies Expense a 
reversing entry would be needed For example when interest pai<l 




Ch. 12] 


DEFERRED AND ACCRUED ITEMS 


207 


is cliarged cuiTently to Interest Expense, at the end of the fiscal peiiod 
a portion of this expense account would represent prepaid interest, 
an asset. In this case the asset portion would be transferred to an 
asset account, Prepaid Interest on Notes Payable, by the adjusting 
entry. The new account set up by the adjusting entiy is a balance 
sheet account. It therefore needs to be reversed before the transac- 
tions of the new period are recorded. 

Fi'oni this illusti'ation it is possible to formulate a rule for reversing 
entiles, as folloiTO: 

(a) If tlie adjusting entry sets up a ricw balance sheet account, the adjust- 
ing entry should be reversed at the beginning of the new period. 

(b) If the adjusting entry sets up a new profit and loss statement account, 
tlie adjusting entry does not need to be reversed. 

Examination of these two situations vdll indicate why a revei'sing 
enti’y is needed in (a) and not needed in (b). In (b) the new account 
is closed into Pi'ofit and Loss Summary; wliile in (a) the new account 
still stands on the boolcs and needs to be transfeired back to the 
profit and loss statement account. 

DEFERRED CREDITS Income that is received dm'ing one period 

may not have been earned dui'ing that period 
but may be eai'iied in a follovdng period. Such items of income ai-e 
Imomi as deferred credits to income. For example, a publishing compan}'’ 
receives pajunents for subscriptions to its publications in advance for 
a period of time extending beyond the end of the ciuvent fiscal period. 
The portion of the payments that is applicable to subsequent fiscal 
periods represents a deferred credit to income. '\^^ien a bank discounts 
the note of a customer, it may deduct interest for a period extending 
beyond the end of its cun-ent fiscal period. The portion of the interest 
that is applicable to a subsequent fiscal period represents, on the records 
of the bank, a defeived a-edit to income. 

Othei' examples of deferred credits to income are rent received in 
advance by a business on property owned, storage chai'ges received 
in advance by a warehouse company or a garage, premiums received 
in adrance by an insurance company, tuition received in ad\Tmce by 
a school, an annual retainer’s fee received in ad^^nce by an attorney, 
and amounts received in ad^mnce by an advertising firm for advertising 
serwee to be rendered in the futm-e. In each of these cases the mi- 
earned portion of the income received is, at the close of the fiscal 
period, a deferred ci-edit to the income of the subsequent period or 
periods in which it vill be earaed, 
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B> accepting payment (or the commodity or the sei^ace in advance 
a business renders itself liable to furnish the commodity or the semce 
at some future time If at the end of the fiscal penod some portion 
of the commodity or the service has been furnished, part of the liability 
has been discharged and part of the income has been earned The 
earned income appears on the profit and loss statement as part of the 
income of the penod The unearned portion of the paymient represents 
a liability of the business to furnish the commodity or the seriice in 
a future penod and is reported on ihc balance sheet as a liability under 
the heading Deferred Credits to Income Since these facts appear 
on the reports they should also be recorded in accounts 

Recording a Deferred Credit as an Income On December 31 the 
end of a y early fiscal penod the interest income account in the ledger 
of J f? JifcDonald has a credit balance of $I 250 The records of the 
business show that §2o0 of this balance represents prepaid interest 
income The prepaid interest is transferred to the account Prepaid 
Interest on Isotes Receu-able by the following adjusting entry 

Dec 31 Interest Income 250 

Prepaid Interest on Notes Receivable 250 

To record prepaid interest on notes r®» 
ccnable 

This entry transfers the balance of prepaid interest to a balance 
sheet account leaving only the amount that was earned in the interest 
income account The babnee of the interest income account will be 
closed into the profit and loss summary account when the closing 
entries are made 

Since the prepaid interest on December 31 will be earned dunng 
the next year it should be recorded in the interest income account as 
income of that year At the beginning of the new year, therefo'-e 
the balance of the prepaid interest on notes receivable account is 
transferred to the interest income account by the following reversing 
entry 

Jan 2 I repaid Interest on Notes Receivable 2o0 

Interest Income 2o0 

To transfer the prepaid interest on notes 
receivable to the interest income account 

^\Tien this entry has been posted, the prepaid interest on notes 
receivable and the interest income accounts appear as follows 
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Interest Income 


1949 

Dec. 

31 

31 

Adjusting 

Closing 

JS6 

J37 

250 

1,000 

1949 

Dec. 

31 

Balance 


1,250 





1,250 





1,250 






1950 

Jan. 

O 

Reversing 

J3S 

250 


The ci'edit item of ?250 in the interest income account repi'esents 
income of the period in winch the interest will be eai'ned. 

Fccording a Deferred Credit as a Liabiliiy. Income tliat is received 
before it is earned may be ci'edited to a habihty accomit. For example, 
if rent income of $4,000 covering a period of rivo yeai*s in advance is 
received on July 1, tlie transaction may be recorded in general journal 


form as follows: 

Jubv 1 Cash 4,000 

Prepaid Rent Income 4,000 


Two j'ears’ renr in advance. 

On December 31, the end of the fiscal period. $1,000 of tins amount 
\rill be earned and $3,000 will be miearned. The following adjusting 
enti-y may then be made: 


Dec. 31 Prepaid Rent Income 1,000 

Renr Income 1.000 


To record die earned rent income. 

Pi'epaid Rent Income then has a balance of $3,000, the amount that 
is unearned, and Rent Income has a balance of $1,000, the amount of 
income earned dining the emnent fiscal period. The credit balance of 
tlie I'ent income accoimt is closed to Profit and Loss Summary' ; the 
ci'edit balance of the prepaid rent income account is reported on the 
balance sheet as a defeired credit to income. 

As was explained on page 207, no reversing entn' is required in 
this instance because the adjusting entiy set up a new profit and loss 
statement account and not a new balance sheet account. 

ACCRUED EXPENSES At the end of the fiscal period, the accounts 

should show all the expenses incun'ed dining 
that period. In addition to the expenses recorded in the accounts, 
there may be expenses that have acmied but that have not been 
recorded because paiment ivill not be due until later. For example, 
a business may pay its employees their weekly salaries on Thursday. 
If its fiscal peiiod ends on Satiu-day, it will owe its employees salaries 
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Sales Salaries 



1949 





1949 



' 




Dec. 

SI 

Balance 


3.700 

Dec. 

31 

Closing 

Jo 1 , 

6.S00 - 




31 

Adjusting 

JS6 

100 



! 

. 

i 







6,800 




; 

5 

} 

i 

1 

6,800 1 







1950 



1 

i 

i 

1 






! 

Jan. 

2 

Reversing 

J3Sj 

( 

100 1 






1 





1 

! 

i 



■\\nien the ?oOO in wages is paid on January 4. the entire anioimt 
can be debited to tlie sales salaiies account. The difference between 
the debit item of S300 and the credit item of $100 in tiffs accomit will 
be an expense of the yeai- in which the $300 is paid. 

The discussion of tlie ti’eatment of acci'ued salaiies seiwes to illus- 
trate tlie method of handhng items of acci-ued expense iir general. If. 
in addition to accrued salaiies. there are other items of accrued expense 
at the end of a fiscal period, separate accoimts may be set up to record 
as liabilities the claims of others that represent expense items consumed 
dming tlie period but not parable imtil a subsequent period. IMien 
these liability* items ai'e nmnerous, one liabihtA' account, tei'med 
Acci'ued Payables, may be opened. All accrued liabihties may be 
recorded as a*edits to tiffs account instead of to separate accounts. 
In tiffs case the natm'e of eacli item should be stated in the Items 
colunm of the ledger accoimt. The acci’ued liabilities ai’e reported on 
tlie balance sheet as ciuTent liabilities. ’WTiethei’ tlie one accoimt or 
sepai’ate accoimts are set up to record the accrued liabilities, the proper 
expense accounts are debited for the expenses incui-red duiing the period 
but not yet paid. 

ACCRUED INCOME Income may be earned in one fiscal period. 

but it may not be due until a subsequent 
peiiod. Accm’ate accomiting demands that each paiod be given a'edit 
for the income eai-ned diu-iiig that period. 

To illustrate, assume that on December 1 a business receives from 
a customa' a note for $2,000 due in fom months with inta’est at 6 per 
cent. On Decemba’ 31 one fom’th of tiffs interest has been eai'ned. 
If the books ai’e closed on December 31, $10 of the total interest to be 
received should appear on the balance sheet as an asset and also on the 
profit and loss statement as income earned. To record the asset 
Interest Receirable and the income Intaest Income, the following 
adjusting enti-y is made: 
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ai-e immei-ous, one asset account, termed Acci’ued Receivables, may be 
opened. All acci’ued assets may be recorded as debits to this account 
instead of to separate accoiuits. In tliis case the iiatiue of each item 
should be stated in the Items colmmi of the ledgei' account. These 
acci'ued assets are reported on the balance sheet as cmTent a^ets. 
T\diethei' the one accomit or sepaj-ate accomits ai-e set up to record 
the acci'ued receii-ables, tlie propei- income accounts are ci’edited for 
the income earned duilng the period but not yet collected. The ac- 
counts thus reflect the acci'ued income. Tliis income is reported on 
the profit and loss statement as income of the period just ended. 


QUESTIONS 

1. Classify the following items as defeiTed chai'ges to expense or deferred 
credits to income: 

(a) Subscription payments received in advance by a publisher. 

(b) Property taxes paid in advance. 

(c) Advertising literature on hand. 

(d) Life-insurance premiums received by an insurance company. 

(e) Prepaid rent income received on property owned. 

(f) Interest received in advance by a bank for discoimting a note. 

(g) Interest paid in advance at the time a note was discounted at tlie bank. 

(h) A fire-insurance premium prepaid by a business. 


2. Thomas hlitchell. the manager of a weekly newspaper in a town with 
a population of ten thousand, records receipts from subscriptions as income 
and payments of expenses as operating costs. He contends that this plan 
is satisfactory since tlie receipts from subscriptions and the payments of 
expenses are uniform from yeai* to year. What are the advantages and the 
disadvantages of this method? 

3. The O'Brien Fkiblishing Company publishes magazines and collects 
subscriptions and advertising m advance. In both instances the income 
accomits are a'edited when cash is received. If no adjusting entries are 
made, will income be ovei'stated or imderstated? Wliat adjusting entries 
sliould be made in each case? Ai-e revei'sing entiles needed? 

4. Classify tlie following as (a) deferred charge; (b) deferred credit; 
(c) acci'ued income; (d) accrued expense. 

(1) Sales Salaries Payable. 

(2) Interest Receivable. 

(3) Prepaid Rent Income. 

(4) Prepaid Insurance. 
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5 The wocXlj pa> roll of T 0 IZlholl!s$300 This amount is paid on 
Saturday of each week December 31 is a Thursday What adjuitmcrt 
13 required to record the accrued wages at that time*^ 


0 Dc'^inbe the cnlncs marked (a), (b), and (c) m the follownng account 
Wages of Sxlts Clfrks 


IJ I 
Dec 131 


Balance 

I (a) 


3 C32 90 
57 00 



(b) 


3 689 90 

3 689 90 





3.689 90 




(c) 


67 Oo| 


W hat 13 the date of each entry? 


7 H F Crown closes hrs books monthl> He owes $5,000 on a 6% note 
on which the interest is pajable semiannually His customers owe him 
$10 000 which amount is represented b> several notes, each due D monthi 
from date and bearing interest at 6% (a) Desenbo the method by which 
ht will find the amount of accrued inttrcst at the end of each month 
(b) How will the accrued interest be recorded’ (c) Will reversing entries 
lx oquallj ntces-sary for the accrued inUrcst on both the note payable 
and the notes receivable’ 

8 Give entries in general journal form for the following 

Oct 1“ Recoiecd a $2 400 90-<lay nolo bearing interest at 6% 

Dec 31 Made an adjusUng entry lor accrued interest on the note of 
October 17 

Jan 2 Made a reversing entry for accrued Interest 
Jan 9 Discounted the note at a discount rate of C% 

9 On May I a small part of the building occupied by the Atlas Mercan- 
tifo Co was renteef at an annuaf cfiargc of $1,500 This amount was 
received on May 2 and wasrccordedasacrcditto Rent Income (a) What 
entries should bo made on December *11 when the books are closed and 
on January 2’ (b) If the $1,500 had been credited to Prepaid Rent In 
come, what entries would lx required’ 

10 The Lvall Publishing Co publishes a magazine for which it receives 
subscriptions for one-, two-, and three year periods At the time the 
remittance is received for each subscnption, the liability account Prepaid 
Subscnptions is credited (a) WTiat adjusting entry is needed at the end 
of a fiscal penod’ (b) Is a reversing entry required at the beginning of the 
next fiscal penod? 
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PROBLEMS 

1. The records of Walter Collins need the following annual adjustments 
in order to prepare statements for the year ended Decembei- 31, 1950: 

(1) The store supplies account shows a debit balance of §500. Store 
supplies on hand cost §100. 

(2) All insurance policies were purchased on January 1, 1950, and were 
charged to Prepaid Insurance. Premiums in the amount of §450 rim 
for three years, and premiums of §S0 expire in one year. 

(3) The rental lease prowdes that tlie rent each year shall be computed 
at 4% of gross sales (§200,000) less the minimum rental already 
paid of §500 a month. 

(4) One year’s advertising, §1,000, to run from April 1, 1950, was charged 
to Advertising Expense. 

(5) Salesmen are to receive a bonus of §6,000 and office employees are to 
receive a bonus of §1,000. (Salaries Payable) 

(6) Interest income at 6% has been earned on a note receivable of §2,000 
from July 1, 1950. 

(7) Interest is to be accrued at 6% from November 1, 1950, on a §10,000 
note payable. 

- (S) On October 1, 1950, Collins discounted at the bank his own note for 
§S,000. Interest E.xpense was debited with §320 bank discount for 
six months. 

(9) On September 1, 1950, the accoimt Miscellaneous Rent Income was 
credited vith §600, representing six months’ rent to March 1, 1951, 
received from a nearby store for space occupied in Air. Collins’ ware- 
house. 

Imintciiovs: (1) Prepare adjusting entries as of December 31, 1950. 

(2) Prepare the necessary reversing entries as of January 2, 1951. 


2. The balances in the income and e.xpense accoimts of the Ballard School 
of Television for the three months ended Alai'ch 31 of the current year, 
before adjustments, are: 

Tuition Income §8.500 Rent Expense §1,500 

Instructors’ Salaries 2,700 Interest Expense 200 

Adjusting entries based on the following information are required in 
order to detennine the net profit for the quarter ended Alarch 31 of the 
current year. 

(a) Tuition income includes §500 of unearned tuition. 

(b) School supplies used, §1,000. 

(c) Interest accrued on notes received from students, §50. 

(d) Accrued salaries due instructors, §300. 

(e) On February 1 the school’s note for §10,000 was discounted at the 
bank. Interest Expense was debited for §200, the bank discount for 
four months. 

I'lisirnclions: (1) Prepare adjusting journal entries. In determining 
interest expense, use even months. 
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(2) Open a profit and loss summarj account and income and expense 
accounts In addition to tho«e listed abo\e with ilarch 31 balances befo** 
adjustments accounts ^lU be needed for School Supplies Used and Inlets* 
Income Arrange these accounts m the proper order (Isote that asset tad 
li3bilit> accounts are not opened, although they are used in the jojretl 
entnes ) 

(3) Record the March 31 balances in the proper accounts and post th« 
adjusting entnra to the income and expense accounts only 

(4) Prepare and post separate closing entnes to close each income account, 
each expense account, and the profit and loss summary account. Indicate 
in the Items columns of the profit and loss summary account the source of 
each income or expense such as Tuition Income,' ‘ Instructors’ Salaries " 
and ‘ Rent Expense 

(o) Prepare a classified profit and loss statement from the data in the 
profit and loss summary account 


3 The account balances m the ledger of the Moss Music Co on Decern 
ber 31 the end of the fiscal year, were as follows 


Cash 

$14 089 78 

Sales 

$98 163 40 

Notes Receivable 

8 650 00 

Sales Returns and Allow 

857 90 

Accounts Receivable 

2,594 13 

Purchases 

61,890.33 
4 216 90 

Merchandise Inventory 

32 684 10 

Freight In 

Store Equipment 

4 000 00 

Purchases Ret and Allow 

1 243 23 

Office Equipment 

1,075 50 

Sales Salaries 

7,200 00 

'' Supplies 

2,468 75 

Delivery Expense 

3 869 40 

)ffic6 Supplies 

429 80 

Advertising Expense 

1,587 50 

Prepaid Insurance 

1 200 00 

Misc Selling Expense 

321 9S 

Prepaid Rent Expense 

10 800 00 

Office Salanes 

2 400 00 

Notes Payable 

8,400 00 

Misc General Expense 

£95 61 

Accounts Payable 

6,702 27 

Interest Income 

1,263 40 

Prepaid Rent Income 

600 00 

Purchases Discount 

624 66 

G L Moss Capital 

50 000 00 

Interest Expense 

543 80 

G L Moss Personal (dr ) 

' 4 800 00 

Sales Discount 

326 50 


The data for adjustments were 

(a) Merchandise inventory, December 31, $30,8S3 70 

(b) Store supplies in\entory, December 31, $427 39 

(c) Office supplies in%entor>, December 31, $31 20 

(d) Expired insurance as follows on merchandise, $695, on store equ'p- 
roent, $80, on office equipment $23 

(e) Rent expense for the year, $3 600 

(f) Rent income for the year, $300 

(g) Bonus payable to employees. 10*7- of sales salaries and 10% of o*« 
salaries (Credit Salanes Payable ) 

(h) Accrued interest on notes receivable, $199 50 

(i) Prepaid interest on notes receivable, $20 

(j) Accrued interest on notes payable, $136 

(k) Prepaid interest on notes payable, $25 

/nsfruriions (1) Prepare an eight-column wo-k sheet for the year ended 
December 31 of the current year 

(2) Prepare a profit and loss statement and a balance sheet. 

(3) Record adjusting, clo^ng. and reversing entnes 



CHAPTER XIII 

VALUATION OF CURRENT ASSETS 

NATURE OF CURRENT In the pre\'ious chapter acaaials and defer- 
ASSET ADJUSTMENTS Were discussed as adjustments required 

to correct the accoimts at the end of a fiscal period. The amounts 
required for these adjusting entiies were relativelv easy to compute 
because they were based on knomi facts and accepted procedmes. 
For example, an interest adjustment is based on a known amount of 
principal, a knomi intei'est rate, and a set period of time. In detei- 
mining tlie amount of interest to be acaaied or defeired, there is only 
one correct answer, since all the elements entering into the calculation 
are knomi. 

In this and the foUomng chaptei'. additional asset accoimt adjust- 
ments that involve estimated rather than known factors are discussed. 
The amoimt of cash tliat will be collected from a given amount of 
receimbles is an estimate. It may be based on a considerable amount 
of past expei’ience, but there is no positive proof that 'Tiistoiy irill 
repeat itself.” The factors enteiing into the abiliti' of each of the 
customei-s to pay in full are too ^'al■ied to permit exact calculation. 
It is thei'efore necessaiy to estimate the amount of receirables that 
will not be coUeeted and to set up the loss from bad debts as an expense 
of the ciuTent period. 

\Miile the -s-aluation of merchandise inventor.’ uses a different 
accounting procedm-e than the i-aluation of receivables, it will be 
shown tliat tlie adjustment of inventorj’ also requires an estimating 
process. 

VALUATION ACCOUNTS "Wlien infonnation regai-ding a balance sheet 

item should include two amounts, it is 
customaiy to sliow tiiis information by the use of a Kihiaiion account. 
The account that measmes the decrease to be applied to the first 
accoimt is called a i-aluation account. For example, the accounts 
receivable balance shows the total due from customers and agrees with 
tlie sum of all the customer’ accoimts in the special accounts receirable 
ledger. Since some of these accounts will probably prove uncollectible, 
it is dearable to sliow tlie estimated uncollectible amount as a sub- 
traction from the total of receivables. In nonaccounting terms this 
is shown as follows: 
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Total due from all customers 
Estimated uncollectible amount 


Current value of accounts receivable 


S12.000 

COO 


jn,4oo 


The amount of the estimated uncollectible reccirables, or bad debts, 
IS set up in a separate raluation account called Resen e for Bad Debts 
An accounts recei\*able account and a resen e for bad debts account 
are showTi in T form below 


AccousTS Receivable 


Reserv'e for Bad Debts 


Balance 12 000 | j €00 

The first item is a debit representing the total claims against 
customers The second is a credit representing the estimated amount 
that will bo uncollectible The amount shown on the balance sheet u 
the net amount of the two account balances, $11,400 The account 
with the smaller balance is the valuation account The purpose of a 
valuation account is to presene m the records statistical data and at 
the same time to make possible the reporting of the cfTecti\ e amount 
applicable at present to the account in question 

ESTIMATED EXPENSES Smcc estimated loss from uncollectible ac* 
AC^OUNT^^^*^^ counts and other estimated expenses are 
subject to later correction, the pre^-ailmz 
accounting practice is to set up valuation accounts to accumulate the 
effect of these estimated penodic adjustments If the best posibl'* 
estimate of bad debts incidence is 1 per cent of sales based on past 
exponence, it maj come about that the use of this percentage will 
accumulate a total in the TOluation account that is obvious!} too large 
Since the estimates are accumulated in a separate account, it is a 
relativ ely casv matter to make a correcting entrj’ to bring the situation 
more into accord with the facts 


IDENTIFYING BAD Busincssmcn have learned by experience that 

with^s^eV^*^ during each 5car they sell merchandise to 

some customers who fail to pay their ac- 
counts This IS true no matter how carefully they may select those to 
whom they sell on account 

Since sales are made on account, bad debts or uncollectible reedr- 
ablcs are often not ascertained until an accounting penod suteequest 
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to that in wliich the sales were made. Losses from bad debts are 
properly chargeable, however, to the period in which the credit is 
gi’anted. At the end of each accounting period provision must therefore 
be made for losses on accounts receivable resulting from the sales of 
that period. For example, on December 31, 1949, David Hardy has 
$20,000 due from customers. It is probable that he irill be imable to 
collect this entire amount. He does not lorow which customers ivill 
not pay, but he does Imow from past experience that about of 
1 per cent of net sales will be uncollectible. If his net sales volume for 
1949 is $140,000, the estimated uncollectible amount is $700. The 
amount that he expects to collect on 1949 sales, then, is $140,000 —$700, 
or $139,300. 

The following adjusting entry is made at the end of the fiscal year: 


Dec. 31 Loss from Bad Debts 700 

Reserve for Bad Debts 700 


To pro\dde for uncollectible accounts esti- 
mated at 1^2 of 1 per cent of sales. 

The percentage of bad debt losses to sales can be based either on 
total sales volume or on sales made on account as distinguished from 
cash sales. For instance, if David Hardy’s cash sales for 1949 were 
$105,000 and his sales on account were $35,000, the percentage to be 
used would be 2 per cent of account sales instead of ^ of 1 per cent 
of total sales. 


METHOD OF SHOWING 
BAD DEBTS ON THE 
FINANCIAL STATEMENTS 


The amount of estimated uncollectible re- 
ceivables must appeal’ on the balance sheet, 
and the expense resulting from estimated 


losses from bad debts must appear on the profit and loss statement. 


The balance sheet item \rill appear as a deduction from receivables; 


the profit and loss statement item, as a general expense. 


For example, it is not proper for Dawd Hardy to show accounts 
receivable on the balance sheet as $20,000, even though the specific 
recei^mbles that may prove bad ai'e not yet knoivn. Allowance must 
be made for the $700 that ivill probably prove uncollectible. The $700 
is therefore subti’acted from the $20,000 owed by customers, and the 
accounts receivable are shovm on the balance sheet at the net amount 
of $19,300. 

Accountants and businessmen believe it best to show on the balance 
sheet the gi'oss amount of the accounts receivable mth the estimated 
allowance for bad debts subtracted from it for two reasons: (1) the 
amount of accounts receivable expected to prove uncollectible is an 
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estimate and maj ha^ e to be adjusted and (2) the gross amount agrees 
with the sub sidian customers ledger 

The estimated allowance for bad debts is usually called reserre/or 
bad debts If this method is used by David Hardy , his accounts receiv 
able and reserve for bad debts will be reported on the balance sheet 
in the following manner 


Accounts Receivable 

20 000 

Leas Reserve for Bad Debts 

"00 19 300 


The provision for loss from bad debts represents a cost of operating 
the business and should therefore be reported as an expense on the 
profit and loss statement There is a difference of opinion among 
accountants concerning the classification of this expense Since the 
granting of credit usually rests with the credit department a non 
selling department it is treated as a general expense in this text 


ACCOUNTING FOR W'hon a claim against a customer proves 

accounVs^*^**^ worthless it is charged against the reserve 

for bad debts by debiting Reserve for Bad 
Debts and crediting the account with the customer Thus if an account 
of$300owedby T M Mason which appears in the accounts receivable 
ledger of David Hardy is definitely ascertained to be uncollectible 
on February 15 19o0 the following general journal entry wnll be made 


Feb 15 Reserve for Bad Debts 4 300 

Accounts Receivable — T M Mason 3/\/ 300 

To write off the account as uncol 
lectible 


As indicated by the two notations in the posting reference column 
the credit item is posted both to the accounts receivTible account in the 
general ledger and to the customer s account in the accounts receivable 
ledger ^Mien posted this entry will close the uncollectible account of 
the customer m the sccoutits receiMtble iedger 

After this entn is posted the reserve for had debts account of 
Davnd Hardy appears as follows 


RESERvr FOR Bad Dfbts 


1 1950 

1 


1 1J49 I 

1 r 

1 

I Feb 15 

JI4I 

300 

j Dee jsi Balance 

J12" 

r 1 

"00 ‘j 


In the prevaous illustration it was assumed that the customer's 
account was wholly uncollectible In many instances it is possible to 
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collect a percentage of the bad receivable. In tliis case, only the un- 
collected portion is chai'ged to the reserve for bad debts. For example, 
assume that on February 15 T. hi. Mason owed $500 and paid 40 cents 
on the dollar. The entry in general jom-nal form would be; 


Feb. 15 Cash , 1 200 

Reserve for Bad Debts 4 300 

Accounts Receivable — T. M. Mason . 3 \ 500 


To write off 60 cents on the dollar as 
uncollectible. 

If the allowance set aside at the close of a period has been estimated 
exactly, it vill equal the amomit of accoimts receivable ascertained to 
be wortliless and charged to tlie reserve account. Tins uill rarely, if 
ever, occm*. The reserve for bad debts accomit may have a debit or a 
ci'edit balance at the end of a fiscal period. The allowance for bad 
debts prortded for at the close of the penod is combined with this 
balance, and the total is canied forward into the next period. As was 
explained prertously, tins total is subti-acted from the total of the 
accounts receiiTible on the balance sheet. 

BAD DEBTS COLLECTED Sometimes a customei’’s accoimt that was 

thought to be imcollectible and that was 
cliarged against the resei've for bad debts account is subsequently 
collected. Sucli a collection sliould be shoivn in the customei-’s accoimt 
so that his accomit will contain aU the information needed for credit 
piu'poses. The amomit that was formerly wiltten off as a bad debt is 
re-entered in the customer's account in the accoimts receiimble ledger. 
Reserve for Bad Debts is credited to con-ect the entiy that ivas made 
when the account was judged to be uncollectible. 

For example, if T. hi. Mason, whose accoimt was closed on Febru- 
ary 15 because it was believed to be imcollectible. paj-s on Jime 20. 
1950, the $300 he owes, the enti-ies may be made in general journal 


form as folloivs: 

June 20 Accounts Receivable — T. M. ^lason. ... 3 300 

Reserve for Bad Debts 4 300 

To reinstate the account charged off 
as uncollectible on February 15. 1950. 

20 Cash 1 300 

Accounts Receivable — T. M. ^lason. . . 3/\4 300 

In full of account. 


h^ffien these ennies are posted, the accomit with T. hi. hlason will 
show all of the infoniiation about the bad debt and its collection. 
Reserve for Bad Debts trill show a coirection entiy for the charge-off 
that was in eiror. 
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AGING THE ACCOUNTS Thc estimated bad debt loss for any 
RECEIVABLE pcnod IS usually based on and related to th* 

sales ^oIume for the same period However, the bad debt loss can aLo 
be related to accounts rccei\*able. WTien this is done, the estimate is 
most accuratelj made b} aging the accounts receivable 

At the end of the fiscal penod a schedule may be prepared which 
ages the accounts receivable This schedule shows (1) the name of each 
customer, (2) the amount owed b> each customer, and (3) the age of 
the account The amounts owed are placed in columns according to 
the age of the account. For example, when thc accounts receivable 
arc aged at the end of December, all amounts owed by customers fo- 
<^les made in December would be placed in a column headed “Cur* 
rent ” Amounts owed on sales made in November would be placed in 
a column headed “Over 30 Days” Amounts owed on sales made in 
October would be placed in a column headed “Over 60 Days “ ^^Tien 
these columns are totaled, the accountant knows what amount of 
accounts receivable is current and what amounts arc older. He U 
then able to judge whether or not thc balance in thc reserve for bad 
debts IS adequate in relation to the balance of accounts receivTible 


NOTES RECEIVABLE When notcs are received from customers in 
BAD oEBTs'^^ paymicnt of accounts, they, like accounts re- 

ceivable, may prove uncollectible. Th*- 
reserve for bad debts is sot up to take care of uncollected notes as well 
as uncollected accounts In fact, an uncollected note is often the result 
of an attempt to collect an account that is not too good. The amount 
charged penodically to bad debts expease should provide a reserve 
that cov ers not only bad accounts but also bad notes. 


IMPORTANCE OF The valuation of the inventory amount b 

INVENTORY AMOUNT important largely because of its size and th<' 
effect of this size on the net profit If the inventory’ is ten times tb** 
net profit, a vanation of 10 per cent m the amount of the invento*) 
might double the profit sho.vn or wipe it out entirely'. As the lar^. 
item among the current assets, the amount of inventory' is the most 
important single factor in current ratio and in working capital caleub- 
tions. In a mercantile business, inventory' valuation is probably tb® 
most important adjustment made at the end of an accounting prioi 
A small error in this one item may* be more serious than the omissen 
of an entire adjustment affectmg other balance shoet and profit and 
loss statement amounts. 
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CONSERVATIVE The consen-ative method of valmns: in- 

VALUATION METHOD ygiitoiy at the lovrer of cost or market \vas 
explained in Chaptei- II. It prondes a low amoimt for the balance 
sheet and causes the profit and loss statement to show a low net profit 
figiu'e. It postpones the favorable effect of mai-ket price inci'eases 
mitil tlie goods are sold in tlie next fiscal peiiod, and it anticipates the 
unfavorable effect of mai'ket price dea'eases. It causes tlie gross profit 
figmn to proride for iiroentoiy declines due to falling market prices. 

Assume that Darid Hai-dy buys merchandise for 820,000 and sells 
one half of it for $15,000. Because of a declining mai-ket, the goods 
remaining tliat cost $10,000 could now be pinchased for $8,000. Using 
the Iowa' of cost or mai'ket to ralue this inventoi-i.^ the profit and loss 
statement would appeal- as follows: 

Sales 515,000 

Cost of Goods Sold: 

Purchases 520.000 

Inventory, ... S,000 

Cost of Goods Sold 12,000 

Gross Profit.. 5 3.000 

In tills case the actual cost of goods sold was $10,000 and the loss 
from a declining market price was $2,000. Tlie gi'oss profit figm-e of 
$3,000 is a combination of a mai-gin of $5,000 less an inventory loss of 
82,000. 

On the other hand, a rising mai-ket would benefit the following fiscal 
pa'iod imder this plan of inventon- valuation. If the inventoi-j' costing 
$10,000, as above, would now cost $12,000, the valuation shown on the 
balance sheet would be $10,000 and the gross profit would be $5,000. 
Since retail prices would be going up with wholesale prices, the follow- 
ing paiod would show a lai'ger gi-oss profit on the sale of these goods 
than on goods pm'chased diuing that period at tlie higher prices. The 
balance sheet figui'e of $10,000 would likewise show a figm-e $2,000 
imda- the market at the balance sheet date. 


CHOOSING THE COST In a changing market where prices ai-e rising 

or falling, the cost figure to be used for in- 
ventory pnce may be determmed m several 
ivaj-s. The prevailing practice is to use the latest invoice prices for 
inventoi-j* T*aluation. Tliis is called the firsi-vu firsi-md method, since 
goods sold or used ai'e charged out first. To illustrate, assume three 
pm-diases at successive price ina-eases, as follows: 
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(1) Oct 7 300 umts C $I 00 $ 300 

(2) 14 400 units (i $1 20 480 

(3) 25 300 units & ?! 30 390 

Total $1,170 

The in\cntorj at the end of the penod consists of 500 items, as 
follows 

200 units purchased Oct 14 G $1 20 $240 

300 units purchased Oct 25 Q. $I 30 390 

Jn\entorj valuation $030 


It IS assumed here that the units sold or used were those fust 
acquired hence the phrase first-in first-out ” The cost of goods sold 
w ould be made up of 

300 units purchased Oct 7 G $1 00 $300 

2D0 units purchased Oct 14 0 il 20 240 

("ost of goods sold $540 


Since this method gives a lower figure for cost of goods sold than 
for inventor>, a more conservative cost method would be to charge 
co>t of goods sold at the latest invoice prices and \ aluc inventory at the 
earliest pnees This cost method is known as last-in, Jirst'Oul It u 


assumed that the goods sold consist of 


300 units purchased Oct 25 0 $1 30 

$390 

200 units purchased Oct 14 Q $1 20 

240 

Cost of goods Bold 

ICIO 


This makes the inventory consist of all the goods purchased on 
Oct 7 and lialf of those purchased on Oct. 14, which at cost would 
show an mventorj v-alue of $5^10 

It should be observed m the previous illustration that the direction 
of the pnee level determines vvluch of the two methods is more con* 
servutive If the pnee level is moving up, the last-in, first-out method 
gives a lower or more conservative balance sheet figure for merchandise 
inv ontor> and reduces the gross profit on sales If the pnce lev el is 
moving down, the first -in, first-out method gives the lower amount for 
the inventor} and a correspondingly lower gross profit 

There is considerable debate in accounting circles currently regard- 
ing the relative ments of these two method They arc commonlv 
referred to as fifo and Itfo — the letters standing for 'Tirst-in, first-out 
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and ‘nast-in, &'st-out.” Proponents of fifo insist that their method 
accords -with the physical facts that goods fii'st received ai’e actualh* 
first sold and that the inventoiy shovn on the balance sheet is shown 
at its coiTect value. Those suppoiiiing Hfo point out that a given 
amomit of inventoiy is a requirement for a going business and that 
their method sjmchronizes cost and selling prices. Although both 
methods ai-e permitted for income tax pm'poses, the prevailing senti- 
ment seems to favor fifo. 

TAKING THE Comiting the items that comprise the in- 

INVENTORY ventoiy is a difficult process that ordinarily 

must be done when business operations have ceased. For this reason 
physical inventories are commonly taken after the close of business 
at the end of the month or at the end of the yeaix One inventor^’- taker 
comits the units and a second puts dovm the count on an inventoiy 
sheet. After the inventory taking is completed, the items on the sheets 
are priced and tlie amounts determined. This arithmetical process 
can be done wlnle business is going on, but the counting must be done 
dming inacti^dtJ^ 

A ver}" important phase of inventory taldng is making the inventorj* 
items coiTespond to the records of sales and purchases. Items included 
in the sales joinnal may still be in the warehouse awaiting sMpment. 
Of coiu'se such items belong to the customer and should be omitted 
from the inventoiy. On the other hand, invoices for pmchases maj* be 
entered in the purchase joiunal before the goods are received. These 
goods should be included in the inventory although they are still in 
transit. 


PERPETUAL Because of the work involved and the short 

INVENTORIES available, complete ph^’sical inventories 

tend to be taken only once a year. Inventories for monthly reports are 
estimated in 'smiious waj's, or hook inventories ai-e used. A book in- 
ventory or perpetual inventory is like setting up an account on paper 
vitli each dass of items purchased but not showing the amount in 
dollai's. As items are received, they are diai-ged "In’* : as they are sold, 
they ai'e credited “Out.” The balance between total "In” and total 
"Out” should agi'ee with the inventoiy count. 

The book inventory is sometimes called a peiyetual inventor^’ 
since tlie paper record shows the quantity of goods that should be on 
hand at any time. Entires are made on the book inventory- from 
invoices or repoids of materials received in the "Received” or "In” 
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columns; from sales in\oices or sales tickets for sales of the item in the 
"Sold” or "Out” column. A running balance of the number of items 
on hand is kept in a third column. 

This record of merchandise is similar to the accounts rcceirable 
and accounts pajmble subsidiary ledgers, except that dollar amounts 
are not asod. Each merchandise item has an account, and the sum of 
these accounts at any time gives the quantity of merchandise that 
should be on hand. 

ESTIMATED ^\^lile estimated inventories lack the accumcj* 

INVENTORIES physical or book inventories, they are 

sometimes used to save labor. Usually estimated inventories are bav-d 
on the prevailing margin in the business. Thus, if sales for an account* 
mg period arc $10,000 and the prevailing margin is 30 per cent, cost of 
sales should be $7,000 Using the items in the upper part of the profit 
and loss statement, it is possible to calculate an estimated inventor)’. 
Assume in the above oa.so that the physical inventory at the beginning 
of the jear wus $14,000 and that purcha.ses during the first month 
were $8,000. The current inventor)' is estimated as follows; 


Sales $10,000 

Cost of Goods Sold 

Beginning In%entofy $14,000 

Purchases 8,000 

Cost of Goods Handled $22,000 

I>rss Ending Inventory X 


Cost of Goods Sold 


Gross Profit 


7,000 
. . $ 3,000 
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QUESTIONS 

1. Brown’s balance sheet on Decenibei* 81, 1949, showed Reserve for 
Bad Debts at $2,000; the trial balance on Decenibei* 31, 1950, showed the 
same account \rith a debit balance of $500. What balance will the balance 
sheet on Decanbei* 31, 1950, show if 1% of sales is cliai'ged annually to 
bad debts and sales for 1950 amount to $300,000? 

2. Jei-gens receives word that Cotton and Daris in banla*uptcy can pay 
only 40c on the dollai*. Give the enti-i* for the receipt of the check when 
the debit balance of tlie Cotton and Daris account is $500. 

3. John Snyder receives a clieck for $360 from the receiver for Brown 
and Browei*, representing 60c on tlie dollai* on their accoimt. Give the 
journal entrj’ showing receipt of tlie clieck. 

4. The trial balance of Boles and Hammond shows a credit balance of 
$700 in Reseiwe for Bad Debts. The sales for 1949 amount to $200,000 
and the cliarge for bad debts is ^ •>‘T> of sales. If Accounts Receivable on 
tlie same trial balance shows a balance of $20,000, what would be the net 
amount of accounts receivable on the Decenibei* 31 balance sheet? 

5. In the previous question is the existence of a $700 ci*edit balance on 
tlie trial balance proof that prerious chai*ges for bad debts have been too 
lai*ge? E-xplain. 

6. “After all, the prorision for bad debts losses is largely a matter of 
individual judgment, so that the relationsliip between the asset and the 
resei*ve has little, if any, significance even to the trained analj'st” Do 
you agree? 

7. "The valuation of inventories has a significant beai*ing on the detei*- 
niination of net income.'’ “Pi*equently the inventory is the largest and 
most important current asset.” Are these statements related? Explain. 

S. l^Hiat will be the effect on die current profit and loss statement of an 
overvaluation of $1,000 on inventon*. How will this affect the profit and 
loss statement for the succeeding yeai*? Explain. 

9. The balance sheet of a well-known milling corporation shows: 


Inventories $38,134,000 

Less Valuation Reserves 6.238.000 

$31,896,000 


Vfiiy do you think so substantial a resen^e is used? 

10. J. J. Christian wishes to estimate his inventorj* on Januari* 31, tlie 
first niontii in his calendai* year. His physical inventory- at the end of the 
prerious year was $50,000. In Januari' his sales were $25,000 and his 
purcliases were $20,000. If liis m3i*gin is 40%, what is his estimated 
inventoi* 3 ' on January* 31? 
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PROBLEMS 


1. The followng transactions were selected from those completed bj 
James Pierce 


Dec 

31. 

1948 

Apr 

7, 

1949 

Aug 

9. 

1949 

Dec 

31, 

1949 

hTaj 

28. 

1950 

Oct 

23. 

1950 

Doc 

31. 

1950 


Recorded the proMston for loss from bad debts at 15 ; of 
sales of $250,000 

\\ rote off the account of Ret Morgan, $1,950, as uncollectible 
Edgar Risk paid 50 cents on the dollar on his $1,000 account 
The balance of the account was written off as uncollectible 
Recorded the pronsion for loss from bad debts at of 
of sales of $400,000 

Wrote off the account of Jack Houston, $2,500, as uncol 
lectible 

Received $300 from Edgar Risk in partial payment of his 
account written off on August D, 1949 
Recorded the proxision for loss from bad debts at of 1^^ 
of sales of $540,000 


In$truelion$ (1) Record the foregoing transactions in general journal 
form 

[2 Open a rescr\e for bad debts account Post the journal entnes to the 
account and rule and balance the account at the end of 1949 and 1950 


2 Stephen Brent is the national distributor of the New Fra (tank 
and the Old Lino (boater t>pe) vacuum cleaners He has home salesmen 
in all the larger cittca of the United States, working on a commission basis 
At the end of each month, each salesman reports his sales and also the 
number of cleaners and the retail or selling pnee of parts which he has on 
hand The mventorj figure for Brents financial statements is obtained 
by using the lower of cost or market m pricing the cleaners on hand and 
by taking two-thirds of the retail pnee of parts on hand reported bj sales- 
men 

Mr Brents trial balance on Januarj' 31 of the current year, which 
represents the end of one month's operations, is as follows 


Cash 

$ 23,875 


RttiivaWe iTtrm Salesmen 

Reserve for Bad Debts 

so.too 

$ 3,500 

Merchandise Invcntorj 

Notes Pajable 

18,000 

15,000 

Stephen Brent, Capital 

Stephen Brent, Personal 

10.000 

75.000 

Sales 

150.000 

Purchases 

98.000 


Operating Expenses (control) 

Purchases Discount 

45,400 

2.500 

Interest Expense 

725 



$240,000 

$240,000 
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Adjustment data: 

(a) Bad debts, 1% of sales (debit Operating Expenses). 

(b) Prepaid interest on notes payable, §150. 

(c) Interest expense accrued on notes payable, §25. 

(d) Inventory based on following data: salesmen report tlie following on 
band on January 31: 

Retail value of parts, §9,000 (take two-thirds for cost). 

250 New Era cleaners (cost §40, but manufacturer’s price to dis- 
tributors advanced on January 31 to §42.50). 

400 Old Line cleaners (cost §26.50, but manufacturer on January 2S 
ad\ised new price to distributors of §25). 

Jnsirnciioiis: (1) Prepare an eiglit-colunm w’ork sheet for tlie monthly’ 
period. 

(2) Prepare a profit and loss statement and a balance sheet, 

(3) Record adjusting, closing, and reversing entries. 

3. The profit and loss statement of Fi-ank Leai' for the year ended Decem- 
bei* 31 of the current yeai’ is as follows: 


Sales §90,000 100 

Cost of Goods Sold : 

hlerchandise Inventory, January 1 §15,000 

Purchases 53,800 

hlerchandise Available for Sale §68,800 

Less hlerchandise Inventory, December 31 . 14,800 

Cost of Goods Sold 54,000 60 

Gross Profit on Sales §36,000 40 

Operating Expenses 30,000 33 jg 

Net Profit § 6.000 67 s 


The accountant in auditing hlr. Lear’s records fiirds tlie following: 

(a) 1,000 units of Item A with a cost of §5 .and a market value of §6.70 
were included in the inventory at market value. 

(b) 500 units of Item B with a cost of §8 and a market value of §7 were 
included in the inventory at cost. 

(c) An order of merclnandise ready for sliipment to George Farmer on 
December 31 was included in the inventory at a cost of §2,800 and 
was also included in sales at §4,200. 

(d) An order of merchandise had been made up on December 31 readj* 
for shipment to hlercury, Inc. on January 10. It had not been in- 
cluded in sales (§1,000) and was also not included in the inventory 
(cost §600). 

(e) An order of merchandise ready for shipment to Reeder Bros, on 
December 31 for §2,000 was not included in sales and was included in 
inventory at §1,200. 
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(0 Merchandise ready for abipment to the Scott Corporation on Dccen- 
ber 31 for $8,000 was not included in sales and «as not included b 
the inventory (cost $4,800). 

(g) Merchandise purchased by Mr. Lear for $1,200 was on hand and 
included m the in%cntor>', but the in\oice v,as not recei%ed until 
January 8 and had not been entered on the books. 

(h) An m\oicc co%erinc merchandise purchased for $800 was entered oa 
the books on December 30 but inasmuch as the goods were in transit 
on December 31, they were overlooked in taking the inventory. 

Inttruelions: (1) Prepare a table as follow* indicating the effect of each of 
the toregoms situations on Sales, Purchases, and Merchandise Inventory. 


Merchan'dise 

ISVTVTORY 


Decrease ) Increase Increase Decrease Increase Decrease 


(a) 

(b) 

(c) 
etc 


(2) Prepare a corrected profit and loss eutement based on the correctfoo* 
determined m (IJ 

(3) Compute a new *ci of percentages for the profit and loss statement 
prepared m (2) 

(1; What arc the significant changes in amounts and percentages between 
the two profit and loss statementat 
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VALUATION OF FIXED ASSETS-DEPRECIATION 

IMPORTANCE OF There comes a time \^'hen most fixed assets, 

deV^ciation ^ buildings and equipment, are no 

longer* useful. Whatever expenditm*e was 
made at the time the fixed asset was acquired must be charged ofi to 
operating expense if business capital is to be maintained. The decrease 
in the value of a fixed asset becar^e of wear* and of the passing of time 
is referred to as deprcciaiion. Because of the great value of the fixed 
assets in many businesses, estimating the depreciation expense appli- 
cable to any accormting period is often one of the most important of 
all accormting adjustments. 

The estimate of the depreciation expense of one fiscal period might 
be based on the size of earnings if there were any considerable relation- 
sliip between earnings and the wearing out of fixed assets: but there is 
no such relationship, as is evidenced by the wearing out of fixed assets 
ernn tliough a loss is shown year* after* j*ear. Depreciation might be 
based on the estimated cosi of a new asset to replace the old, except 
that logically it is not the new asset that is wearing out. Depreciation 
affects the fixed assets used in operating the brrsiness and should be 
based on their actual costs. 

Since fixed assets last through a number of accormting or* fiscal 
periods, it is necessai*r* that some reasonable method be used to dis- 
tribirte the depreciation cost among the periods. The most common 
method of distributing the amormt of depreciation to be charged to 
each period is to distribute the cost of the fixed asset equally over all 
of the periods in the estimated life of the asset. This method is known 
as the straighi-Unc method. TMien the straight-line method is used, a 
fixed asset that cost Sl.OOO and tliat has an estimated life of 10 years 
will depr*edate at the rate of ?100 a year*. The straight-line method 
will be used in the examples given in the first par*t of this chapter. 
Other methods will be discussed later. 


DEPRECIATION The amormt of depreciation to be included as 

AND FIXED ASSETS oper*ating expense in an}* one period depends 
upon the usefrri life of the fixed asset. If Peter Yance purchased a book- 
keeping machine for $600, which, it was estimated, would last five 
yeai*s, the annu al depreciation would amount to $120. This expense 

231 
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IS just as real as sales salaries, except that the amount char^ is 
based on an estimate The machine tna> last onlj four >cars m v\hich 
case the annual charge should be $150, or it might last six jeam and 
then the annual charge ‘should be onI> $100 

Since depreciation is at best an estimate, it is usually considered 
desirable to report separatelj the onginal cost of the asset and the 
amount that h^ been charged off as depreciation The amount that 
has been charged off as depreciation is shoum in a %'aluation account 
knoNNTi as Re^erti Jor Depreciation The difference betw cen the onginal 
cost and the amount m the \aluation account is knowm as the book 
value 

The effect of the % aluation account on the office equipment account 
of Peter Vance if the bookkeeping machine mentioned abo\ e vn'os the 
onl> office equipment owned and if the estimated life ^^■as 5 >ears is 
illustrated in the following table 


EsD of \ FAR 

Cost of Assft 

\aluatiov Account 

Book Vai 

1 

scoo 

$120 

$480 

2 

600 

240 

360 

3 

600 

360 

240 

4 

600 

480 

120 

5 

600 

600 

0 


It lb estimated that the bookkeeping machine which cost $000 
swll last 5 team instead of showing the succossite annual values of 
the machine as $480 $360 $240 $120 and nothing the raluation 
account is increased $120 at the end of the first, second third fourth 
and fifth >ears The increase m the \aluation account each >ear has 
the same effect on the asset as a similar decrease would hate if it were 
applied directlj to the asset account 

The effect on the balance sheet of the asset \ aluation accounts is 
not to increase the liabilities and the proprietorship but rather to 
reduce the assets Such items are sometimes reported on the liabilities 
and propnetorship side of the balance sheet but this method results m 
overstating the assets bv the total of the balances of the valuation 
accounts The more approved method therefore is to show the bal 
ances of the*^ accounts as deductions from the assets to which th^'v 
appl> 

If J J Kling has at the openmg of his business on Januao 2 1949 
two fixed assets — store equipment valued at $35 000 on which th? 
depreciation is estimated to be 10 per cent a jear, and office equipfr‘’rt 
valued at $4 5(X) on which the depreciation is estimated to ^20 per 
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cent a year — the fixed assets may be reported as follows on the balance 
sheet prepared on December 31, 1949, at the end of the fii-st j-ear of 
operation: 

Fixed Assets: 

Store Equipment $35,000 

Less Reserve for Depreciation . . . . 3,500 $31,500 

Office Equipment $ 4,500 

Less Reserve for Depreciation 900 3,600 

Total Fixed Assets $35,100 

Section of Balance Sheet Shoving Fixed Assets and Depreciation Reserves 


METHOD OF RECORD- If the oiiginal cost of each fixed asset and 
ING DEPRECIATION amoimt that the asset has depreciated 

ai'e to be shomi as separate items on the balance sheet, it is ertdent 
that two accounts must be kept ulth each fixed asset that is subject 
to depreciation. The first accoimt will show the cost of the asset, and 
the second account m\\ show the accmnulated depreciation on this 
asset. 


First Account — Cost 


Office Equipment 


4,500 


Second Account — Depreciation 

Reserve for Depreciation 
OF Office Equipment 


900 

900 

1,800 


An adjusting enti’y is made at the end of each fiscal period setting 
up the depreciation expense and inci-easing the balance in the reserve 
for depreciation accomit. For example, in the above iUusti-ation 
J. J. lOing pui’chased on January 2, 1949, at a cost of $4,500 office 
equipment with an estimated useful life of 5 yeara. On December 31, 
1949, the following adjusting enrty was made to record depreciation 
expense: 


Dec. 31 Depreciation of Office Equipment 900 

Reserve for Depr. of Office Equipment 900 


To record the yearly depreciation of office 
equipment. 

A similai' entiy would be made at the end of each fiscal x-eai-, taking 
into account additional depreciation expense for equipment purchased 
during the year. The depredation expense account would be closed 
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into Profit and Lo’=is Summary each jear, vhilc the credits to Reserve 
for Depreciation of Office Equipment \\ould accumulate in the \-aIaa. 
tion account. At the end of the fifth >ear, December 31, 1953, the ofilce 
equipment account and the \aIuation account Reserve for Depreciation 
of Office Equipment of J J Kling appear as follows: 

Office Fquipsiest 



J81 l.SSO 
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The calculation of the annual depreciation charge is illustrated in 
the table showm below A line is allowed for each new acquisition of 
office equipment, and the columas at the right pro\nde for the accumu- 
lation of the depreciation charge >car by >ear. 

DFPnFCIATIOS 

Dati 

AcQUinFD Cost 1949 1930 1951 1932 IDS'! Total 

1-2^9 $1,500 $900 $ 900 $ 900 $ 900 $ 900 $4 WO 

1-3-50 1,900 — 380 380 380 380 1.520 

11-1-50 COO 20(1) 120 120 120 3S0 

5-1-51 600 — — B0(Z) 120 120 320 

9-I.51 300 - — 20(3) 60 60 14'^ 

$900 $1,300 $1,500 $1,580 $1,580 $6,800 

(1) Two inonths (2) Fight montha (3) Four month*. 
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It should be noticed that the last tlii*ee acquisitions of office equip- 
ment occmred during the fiscal period rather than at the beginning. 
Accordingly the depreciation charge was based on the number of 
months the fixed asset was used in that year. For example, on office 
equipment pm’chased November 1, 1950, depreciation was computed 
for two months as follows: (2/12 of 20% of $600 =$20). 

If the fixed asset is pm-chased dm-ing the month instead of at the 
beginning, depreciation is charged for the nearest month. For example, 
if the pm’chase is made before the middle of the month, a whole 
month’s depreciation would be charged; if the pm-chase is made after 
the middle of the month, no depreciation would be charged for that 
month. Since depreciation expense is, at best, an estimate subject to 
error, it seems unnecessary to account for a miit of time shorter than 
a month. To illusti-ate, for a typewi-iter pm-chased on May 12, depre- 
ciation would be charged for a whole month; for a typewriter purchased 
on May 20, no depreciation would be charged in May. 

Since depreciation is an expense, it is reported on the profit and 
loss statement. Depreciation of various fixed assets is classified accord- 
ing to the use of the assets. If the asset is used in the sales department, 
the depreciation is classified as a selling expense. Depreciation of 
store equipment is classified as a selling expense; depreciation of office 
equipment, as a general expense. 


ACCOUNTING FOR If the estimate of the useful life of the office 
FIXED equipment pm-chased in 1949 and now' fully 

depi-eciated and no longer in use w'as con-ect, 
the reserve and the asset would be closed off the boolcs by the followdng 
entry: 


1953 

Dec. 31 Reserve for Depr. of Office Equipment 4,500 

Office Equipment 4,500 


To write off fully depreciated office equip- 
ment no longer in use. 


In actual practice, how'ever, it is not possible to estimate deprecia- 
tion so accurately. A fixed asset may be sold at its book tmlue, for 
more than its book value, or for less than its book value. For example, 
Paul Cranmer owmed a truck that cost $4,000 and that had been 
depreciated at the rate of $800 a yeai- for 4 years. At the end of that 
time the ledger show'ed in the delivery equipment account the original 
cost value of $4,000 and in the reserve for depreciation accoimt the 
total estimated depreciation of $3,200. The book -^rnlue, the difference 
betw'een the cost and the reserve, w'as therefore $800. If the ti-uck 
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uTis sold for cash for $800, the transaction might bo recorded in general 
journal form as follows 

Jan 2 Cash 800 

Rcsene for Dcpr ofDelncr> Equipirent 3,200 
Delivorj Equipment 4,000 

Sold the delivery truck for the book %alue, 

5800 

^^’hen this entr> was posted, the deliver) equipment account and 
the reserve for depreciation of deliver) equipment account would be in 
balance 

If, instead of being sold for $800, the truck had been sold for $1,100 
a gain of $300 would have boon made In that case the sale might 
have been recorded in general journal form as follows: 


Jan 2 Cash 1,100 

Re‘!er\e for Depr of Delivery Equipment 3,200 

Deliver) Equipment 4,000 

Gain on Sale of Fixed A«set5 300 


Sold the deliver) truck for $1,100, $300 
more than its book value 

If the truck had been sold for only $G50, a loss of $150 would have 
been incurred In that case the sale might have been recorded in 
general journal form as follows 


Jan 2 ( a^h C50 

Reserve for Depr of Delivery Equipment 3,200 
on Sale of Fixed Assets 150 

Deliver) Equipment 4,000 


Sold the deliver) truck for $150 less than 
its book value 

If the truck had been damaged so that it had no vralue whatsoever, 
not even scrap value, and if this loss had not been covered by insurance, 
the following journal entr)’ would have been made: 

Jaw 2 Reverse Cot Depr ot DoUsety Eivuvivptwent 
Loss b) Damagt to Fixed Aesets 
Deliver) Equipment 

To record the discard of the delivery truck, 
which was damaged so that it had no value 

The accounts showing the gam or the loss on fixed assets are closed 
to the profit and loss summary account The gain on fixed assets is 
reiwrted on the profit and loss statement under the heading "Oth'^ 
Income/’ and the losses on fixed assets arc reported under the heading 
"Other ETpcnscs." 

Gains or lassos on fixed assets are Eometimes transferred dircctlj 
to a capital account and are not reported on the profit and loss etate- 


S.2Q0 

800 

4 000 
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nient. Tliis plan is not recommended, however, because gains or losses 
on fixed assets that ai'e used in the business must be reported for 
income tax pm'poses in the period in which they occur, and it is there- 
fore desirable to have gains or losses shovm on the profit and loss state- 
ment of the business. Furthermore, if the gains or the losses ai’e not 
thus show, the profit and loss statements for a period of 3 >’ears do not 
show the total income for those years. 


ACCOUNTING FOR Tifiieii a fixed asset is given in part pajmient 

FIXED ASSETS ^ asset, the record niaj’’ be 

made as if there were two ti-ansactions, one 
the sale of the original fixed asset and the other the pm-chase of the 
new fixed asset. 'V\fiien tliis plan is followed, the rtade-in allowance 
for the old asset is considered to be the price at wliich it is sold, and a 
gain or a loss is recorded in the same wa^^- as if the sale had been for 
cash. For example, assume that a tmck that cost $4,000 had a reserve 
for depreciation of $3,200 and a book \^lue of $800. If a new tinick at 
the same list price were obtained for a pajmient of $3,000 and the old 
truck, the allowance of $1,000 would e.xceed the book value of $800 
by $200. The first entry setting up the exchange value of $1,000 would 
be: 


Reserve for Depr. of Deliver 5 ’’ Equipment 3,200 

Exchange Value 1,000 

Delivery Equipment 4,000 

Gain on Sale of Fi.xed Assets 200 


Received an exchange value of $200 in excess of 
book value. 


The second entiy would show the acquisition of the new truck at 
list price, $4,000, and the a'edit entiy to Excliange Value would cancel 
the debit entiy above. 


Delivery Equipment 4,000 

Exchange Value 1,000 

Cash 3,000 


Purchased a new delivery truck. 

It is possible to combine the two entries above and to omit tlie 
exchange wlue item as below: 


Delivery Equipment 4,000 

Reserve for Depr. of Delivery Equipment 3,200 

Delivery Equipment 4,000 

Cash 3,000 

Gain on Sale of Fi.xed Assets 200 


Exchanged old truck costing $4,000 vith a book 
value of $800 for new truck costing $4,000, recehing 
$1,000 exchange value for old truck. 



S38 


ACCOONnNG PRINCIPLES 


iai4 


To illustrate the entrj imohcd when the allowance is less than 
the book \'alue assume for the same truck an allowance of $500 on the 
purchase of a new truck In this case the allowance recen cd is $300 
less than the book ralue of $800 (cost $4 000 — reserve for depaxaa 
tion $3 200) The combined entrj for the exchange is given below 


Dcli\cr> Equipment 4 000 

Rcser\e for Depr of Del \er> Equipment 3 200 

Loss on Sale of Fixed Assets 300 

Deluerj Equipment 4 000 

Cash S EOO 


Exchanged old truck costing $4 000 with a book 
\aluc of 5800 for new truck costing $4 000 receiving 
$500 exchange value for old truck 

It should be noted that the full cost of the old truck, $4 000, is 
remov cd from the fixed asset account Delivery Equipment and the 
full cost of the new truck is debited to the same account 

For income tax purposes when a fixed asset is given in part pay 
ment for a now ftxcd asset that serves the same purpose as the old one 
no gam or loss is recognized The actual cost to the business of the 
new asset is considered to be the book v alue of the old asset plus anj 
additional amount paid for the new asset For example, assume that 
a truck that cost $-1 000 had a reserve for depreciation of $3 200 and 
a book value of $800 If a new truck was obtained for the old one and 
a payment of $3 000 the new truck would bo recorded on the boob 
at 1 value of $3 800 the sum of the payment and the book value of the 
old truck The entry to record this transaction m general journal 
form would be 


Delivery Equipment 3 800 

Res for Depr of Delivery Equipment 3 200 

Delivery Equipment 4 000 

Cash 3 000 


Exchanged old truck that cost $4 000 and had a book 
value of $800 for a tew truck paying $3 000 in cash 

If m the foregoing example the new truck had been obtained fo- 
the old one and a cash payment of $3 500 the general journal entry to 
record the transaction would have been 


Delivery Fquiprrent 4 300 

Res for Depr of Delivery Equipment 3 200 

Delivery Equipment 4 000 

Cash 3 EOO 


Exchanged old truck that co*t $4 000 and had a book 
value of $800 for a new truck paying $3 500 in cash 

If depreciation has not been taken accurately in the past or if 
there has been a change m pnee level since the asset wns acquired 
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recording an exchange of fixed assets in tliis way may cause the asset 
to be placed on the boolcs at more or less than the actual cash ^^lue 
of the asset. The wiation, however, is automatical adjusted in 
futm*e yeai's. Since depreciation is usually calculated as a percentage 
of the cost, recording an asset at more than its cash price vill result in 
higher depreciation charges in the futm-e, which vdll offset the in- 
adequate depreciation that has been taken in the past. Recording an 
asset at less than its cash price \rill result in lowei’ depreciation charges 
in the futoe, wliich vnll offset the liigher depreciation tliat has been 
taken in the past. 

In the preceding discussion it has been assumed tliat assets have 
been sold or exchanged at the end of an accoimting peiiod after tlie 
adjusting enti'S'- for depreciation has been made. If a fixed asset is 
sold or traded dming an accounting period, the depreciation for the 
pai't of the period that has expired must first be recorded. The addi- 
tional entries required by the sale or the excliange ai*e then made in 
the mannei* discussed in the preceding pai*agi’aphs. 

SPECIAL LEDGERS The general ledger account for equipment 

FOR EQUIPMENT usually includes all of the equipment that is 

used for one fmiction of tlie business. Tjqiical accomits are Office 
Equipment, Store Equipment, and Deliveiy Equipment. 

For example, the office equipment accoiuit includes all kinds of 
office equipment, such as desks, chairs, tables, files, and mechanical 
equipment used in the office. If there is to be an accurate record of 
depreciation, there must be a special ledger for office equipment in 
whicli an account for each item is kept. The office equipment accoimt 
in tlie general ledger and its accompanjing valuation account, Reseiwe 
for Depreciation of Office Equipment, become controlling accoimts for 
the accounts in the special ledger. The balance of the office equipment 
accoiuit equals the cost of such assets on hand as shomi in the office 
equipment ledgei*; the balance of the reserve for depreciation of office 
equipment account agi’ees vith the sum of the balances of the deprecia- 
tion resei'ves in the office equipment ledger. Tliis relationship is similar 
to tliat described in the previous chaptei’ for accounts recehrable and 
accounts payable. 

For example, assume that the office equipment consists of a desk, 
a chau', and a tj’pewiitei’, costing ?100, $16, and $150 respectivelj* and 
vith estimated useful lives of 20, 16, and 5 yeara. At the end of the 
second j^ear, the conti’olling accoimts in the general ledger and the 
special ledger accounts would appear as follows: 




rreto AutT fttcota 


Deslc 


*«»■> Office gQuirsgnt 
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In a sdinilar manner Store Equipment, Deliveiy Equipment, and 
other fixed asset accoimts may serve as controlling accounts for sub- 
sidimy eqiiipmenr ledgers. 

BLANKET RATES If special ledgei's lia\ing accounts with in- 

di^idual fixed assets are not kept, it is possible 
to use a hlankct rak of depreciation applied to the cost of all the fixed 
assets of one. kind. Asstmie a blanket rate for office equipment of 
6~s per cent. Tlfis rate applied to the office equipment situation above 
woxild give a depreciation charge of SlT.73 (G-s^c of S266), and the 
accoimts at the end of the second yeai* would appear as follows; 
















ACCOUmiNG PRiNOPLES 


ICK14 


Ut 

VNliile this method of accounting for depredation requires fexer 
records and invoU cs less detail, it does not provide so accurate a rcco-d 
or so satisfactorj* a treatment. It is not possible to check the accuracy 
of the estimated depreciation charges when an asset is exchanged, 
discarded, or sold. 


METHODS OF Depreciation is only an estimate, but it is 

DEPRECIATION Usually possible to make the estimate v\\h 

reasonable exactness tMien a business has 
had considerable oxpenence with a certain kind of fixed asset, the 
rate of depredation can be based on past experience. "When the 
experience of the business is insunicient to be used as a basis, assistance 
can be obtained from published tables of depredation rates One of 
the important published tables is that of the Bureau of Internal 
Re\enue It lists rates of depreciation that may be used for income 
tax purpo'yjs For example, in Bulletin F, revised Januar>% 1912, office 
equipment is assigned a blanket rate of 65 ^ per cent or a composite 
life of 15 jears If ofllco equipment is segregated into groups, the life 
for furniture, fixtures, and filing cases is 20 jears; for mechanical 
equipment. 8 jears Individual pieces are given the following useful 
life penods 

Adding machines 10>ears Lockers 2S)eai 

Bookkeeping machines 8>ears Tjpewriters Sjeais 

Cabinets and flies IS^ears Chairs, heavy . I6jca.t 

Desks 20 jears Tables 15 jean 


The amount of depreciation to be charged to a fiscal period is 
usuallj exprcs.->ed a.s a certain percentage of the original cost of the 
fixed asset, or of the amount to be depredated if there is a scrap value. 
This method of calculating depreciation is based on the prindple that 
depreciation is a function of time. The rate of depredation is occa- 
sionally expressed in terms of units of output or service. WTicn th<* 
output or the semcc fluctuates from period to period, the output or 
semce basis probably provides a more accurate method than the tim*' 
basis. Because bariness people believe that depredation is, at best, an 
estimate and that the time basis is likclj’ to be about as accurate as 
the output basis, the time basis, bccaase it is simpler, is more generally 
used. 

Ou/put Me'hod. If the extent to which a fixed asset is used varies 
greatly from v ear to year, the output TMlIiod has certain advantages. 
It charges the cost of the machine in proportion to its use, rather than 
in proportion to its age. For example, if the estimated output of a 
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macliine costing $1,000 is 50,000 units and production requirements 
cause these units to be spread over 5 real's as shovm below, the output 
method would make the annual depreciation the rarAing amounts 
shown instead of $200 pei* 3*eai'. 


Yeae 

Volume of 
Production 

Amount of 
Depreclatton 

1 

5.000 \mits 

S 100 

2 

2,500 

50 

S 

7,500 

150 

4 

20,000 

400 

5 

15,000 

300 


50,000 units 

S1,000 


Ecdming-Fraction Method. If a fixed asset, such as an automobile, 
is to be used for a period of 5 real's, tlie repair cliarges during the first 
A-eai' mar be rery low but they may ina-ease until during the last year 
they represent a substantial ^item. If the straight-line method of 
depreciation is used, the cost for depreciation and repairs tends to 
inci'ease from rear to yeai*. In order to equalize this expense, a method 
may be used by wliicii the gi-eatest chai'ge for depreciation is made 
dining the fii'st year of the life of the asset and the charge is gradually 
decreased for futui'e periods. 

One such method is known as the rcducing-fractioj} method. To 
illusti-ate the use of this method, assume that an automobile is pur- 
cliased with the expectation that it can be used for 4 years. The cost 
of the proparj' may be written off 4.T0 in the fii'st year-, 3/10 in the 
second year', 2/10 in the third year, and 1/10 in the fornrh year'. The 
numei'ator of tlie fraction is the number of the year, the numbers 
being used in reA'cree order, and the denominator is the sum of the 
years. If the automobile cost $1,S00, the depredation for the four 
j'eai's is found as follows: 


Year 

Fraction.al 

Depreclation 

Depreclation 

Expense 

Reserve for 
Depreclation 

1 

4 10 

?T20 

? 720 

O 

S 10 

540 

1.260 

o 

O 

2 10 

360 

1.620 

4 

1 10 

ISO 

1,S00 


The two methods explained here are suSdent to illustrate that 
different methods may be used according to the needs of the buriness. 
The straight-line method, however, because of simplidty and reason- 
able accuracy, is used most commonly. 
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INADEQUACY AND In some cases the ralue of a fixed asset naj 

OBSOLESCENCE ^ decreased by a cause other than use. Fc? 

example, a printing plant has a press that has been in use for only t^ 
jears and is m excellent condition. Because of an increase in the 
business of the concern, it is found profitable to dispose of this machin<» 
at much less than its book value and to purchase a new and larger 
press ^\^len a fixed asset decreases in x’aluc because it must be reph^ 
bj larger equipment capable of meeting the demands of the business, 
viadequaey is said to have taken place. 

The pnntmg plant may also have a job press that must be fed by 
hand A new automatically fed press, however, becomes available on 
the market. As the new 47)0 of press wnll do the work much more 
efilcientlj than the old, a new press is purchased, although the first 
must be sold at a fraction of its book value. When an improvement 
has been made in the equipment axailable, and this improvement 
makes it desirable to discard the old equipment, the decrease in the 
ralue of the latter asset is knorni as obsolescenie. 

WTuIe obsolescence and inadequacy can be distinguished b> 
definition from depreciation, it is customary in practice to include 
provision for all three factors in a single depreciation item. 

DEPLETION A fourth came of a decrease in the value of a 

fixed asset may be depletion. A paper mill 
maj have a certain acreage from which wood is cut for wood pulp 
The value of the acreage decreases each year because the wood cut is 
more than the new growth This expense is knowm as depletion. A de- 
pletion account is debited for the expense of each period and a resene 
for depletion account is credited for the same amount. The difference 
betw een the cost value of the acreage and the reserve is the book value 

For example, if the Hamilton Paper Company estimates that the 
value of its timber land decreases § 10,000 in a year because the amount 
of w ood cut is greater than the new growth, an annual operating expcTise 
of this amount must be recorded and the books must show that th** 
acreage is worth less than it was at the beginning of the period. This 
is accomplished by the following journal entry made on December 31: 

Dec. 31 Depletion ot Timber Lanii 10,000 

Reserve for Depletion of Timber Land . 10,000 

To record the decrease in the \alue of the 
timber land, rtsultinc from depletion. 

The depletion account represents an expense of the period, but 
the reserve for depletion account will be retained on the books to cbo^ 
the decrease in the value of the asset. 
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QUESTIONS 

1. “All macliinerj'’ is on an irresistible march to the jimk heap, and its 
progress, while it may be delayed, cannot be prevented bj* repairs.” 
Discuss the application of this sentence to depreciation procedures in 
accounting. 

2. If a tidal balance shows Store Equipment, $5,000, and Reserve for 
Depreciation of Store Equipment, $3,500, and tlie balance sheet at the 
end of the same fiscal period shows Resen'e for Depreciation of Store 
Equipment, $4,000, how old is the store equipment and what is the rate 
of depreciation? 

3. (a) W^iat is the trade-in value of macliinerj- purcliased for $1,000 and 
depreciated at tlie rate of 10% if at the end of seven years the machinery 
is traded in at its book value? (b) Uliat journal entrj- would be made to 
record tlie depreciation at the end of eacli of the seven years! (c) "^liat 
entries would be made at the end of tlie seventh year if the old machinerj* 
is sold for $500? for $150? 

4. Plastic Designs, Inc. has a machine costing $5,000 that is estimated 
to have a 5-year life and to produce 50,000 units during that time. Assume 
that the production is 4,000, 3,000, 8,000, 18,000, and 17,000 units for 
the five years respectively, (a) IMiat would the depreciation be in each 
of the five yeai's by tlie straight-fine method, the output method, and the 
reducing-fraction method? (b) In this case, which of the three methods 
do you consider to be most desirable? 

5. On Januaiy 2, 1949, Earl Jones traded his old deliver}’ tnick for a new 
one with a fist price of $2,000 and received a $500 allowance on the old 
truck. The old tinck cost $1,800 on September 1, 1945, and was depre- 
ciated on December 31 eadi yeai* on tlie assumption that it would be used 
5 years and tlien have a $300 trade in value. The balance on the new 
truck was paid in cash, (a) T^fiiat entry was made to record depreciation 
for 1948? (b) Wliat was the book value of the truck when it was traded 
in? (c) Give the compound jounial entry to record acquisition of the new 
truck, (d) Under income tax practice, what would this entr}- be? 

6. The Deane hlanufacturing Co. has fixed assets that, according to 
estimates, can be used for the following peiiods: building, 50 years; office 
furniture, 15 yeai's; office equipment, 10 years; machiner}*, 8 years. How 
sliould the rate of depreciation for each of these fixed asset groups be 
determined? Are these blanket rates or unit rates? 

7. During a fiscal period, the Barton Coal Co. mines 4,000 carloads of 
coal. It consider ttis to be about 1% of the coal in the mines. Record 
in a journal entr}-, omitting amounts, the decrease in the asset value of 
the mines. 
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I The follo*ving transactions and adjustments tal^e place in the bun-ea 
of John Rhodes 


Jan 

2 

1950 

Dec 

31 

1950 

Jan 

2 

1951 

Jul> 

1 

1951 

flee 

31 

19ol 


Purchased for cash four machines at ?3,600 each Eic*> 
machine has an estimated life of 10 >cars and a trade^n vt!.« 
at the end of that time of $600 

The adjusting entr> Is made to record depreciation for th? 
jear 

One machine Is sold for $3 500 m cash 
A second machine is traded in for a new one Tinth a list pneec' 
$•1 850 An alioaance of $3 000 is received on the old machi-e 
cash being paid for the balance The estimated life of the re* 
machine is 15 >cara with a trade m allowance of $350 at th« 
end of that >ear (Record this transaction as If the mach *» 
had been eotd for the trade in v alue ) 

The adjusting entrj to record depreciation on machbcf> for 
the icar is made 


/n«<rKcao?i« (1) Record in a general journal the foregoing transaclio-j 
and adjusting entries Depreciation is charged off annuallj on a atraightdj-t 
basis 

2) Open ledger accounts for Machinery and Reserve for Depreciation of 
Maehmerj and post the entries affecting these tuo accounts 

(3) Record the transaction of Jul> 1 1951 according to the method re* 
quired for income tax purposes but do not post to the accounts. 


2 Ralph Fclivards uses two trucks to carry on his business Dunn? th* 
jears 1919 51 the following transactions relating to his trucks took place 


Apr 1 1949 
Julj 1 1949 
Dec 31, 1949 
Jul> 1, 1950 

Dec 31, 1950 
July 1, 1951 

Dec 31, 1951 


Purchased one Ajax truck for cash 53 COO The estimated 1 V 
was 3 >ear3 

Purchased a Mercury truck for cash, $2,000 The estimated 
life was 4 jears 

The adjusting entry was made to record depreciation for the 
>Gar 

The Ajax truck was traded in on a now PhoeniS truck Tt« 
hst pT«e ot the Titw \rvicV ^as $4 with VI 000 tUowed « 
the old truck and the balance paid in cash The new tr-'V 
has an estimated life of 6 >cars (Record the transaction as if 
the machine had been sold for the trade in value ) 

The adjusting entrj was made to record depreciation for 
jear 

The Mercury truck was sold for $1,200 cash and a new ^ ul»= 
truck was purchased for cash, $3 000 The new truck was 
estimated to have a 5 >ear life 

The adjusting entrj was made to record depredation for ihs 
jear 


Intlrucihng ( 1 ) Journalize the foregoing transactions 

(2) Open general ledger controlling accounts for Trucks and Rev'T* 
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Depreciation of Trucks. Upon the completion of each journal entry, post to 
these two accounts. 

(3) Set up separate accounts in the subsidiary ledger for each truck. After 
each transaction, record all the necessary details in the subsidiary ledger 
accounts. 

(4) Reconcile the balances in the two control accounts with the details 
found in the subsidiary truck ledger as of December 31, 1951. 

(5) Record the transaction of July 1, 1950, according to the method 
required for income tax purposes, but do not post to the accounts. 


3. The accounting records of the Empire Photostatic Companj' include 
conti'olling accoimts for Equipment and Reseiwe for Depreciation of 
Equipment. The details of each piece of equipment are caiiied in a sub- 
sidiaiy equipment ledga' in which costs ai'e entei’ed as debits and deprecia- 
tion data as credits to tlie accounts. The following ti'ansactions affecting 
equipment took place over a two-j’-eai* peiiod ending December 31, 1950; 

Jan. 2, 1949. Purchased for cash the following equipment: 


Linoleum $240 

Photographing machine 320 

Display case 200 

Signs in front of side of building 150 


Jan. 2, 1950. Sold tlie photographing machine for $250 cash and purchased 
a new' one for cash, $640. 

The company estimates the life of its equipment by reference to 
Bulletin "F” released by tlie Treasuiy Department. For the tj’pes of 
equipment purchased above, these lives are recognized: 

Display cases 20 years Photographing machine .. . 16 years 

Linoleum S years Signs, board 10 years 

Insirriclions: (1) Record the foregoing transactions in general journal 
form. At the end of each year record the annual depreciation based on the 
table given above. 

(2) Open general ledger accounts for Equipment and Reserve for Depre- 
ciation of Equipment and post to these accounts. 

(3) Open the following subsidiary ledger accounts: Display Case; Lin- 
oleum; Photographing ilachine; Signs. Post costs and depreciation data to 
these accounts. 

(4) Prove the balances in the two controlling accounts. 


4. The account balances in the ledger of the Commercial Equipment 
Company at the end of the quarteidy fiscal period March 31 were as 
follows; 


Cash $ 5,646.86 

Notes Receivable 1,980.00 

Accounts Receivable. . . . 10,596.43 

Reserve for Bad Debts . . . 187.50 

Merchandise Inventory. . 18,750.85 

Store Supplies 346.10 


Office Supplies $ 118.50 

Prepaid Insurance 160.00 

Store Equipment 2,980.00 

Reserve for Depreciation 

of Store Equipment .. . 426.00 

Office Equipment 620.00 
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Reserve fo’ Depreciation 


Safes Salanes 

?4 5^2 ir 

of Office Equipment 

$ 87 50 

Dclivcrj Expense 

2I5S’ 

Notes Pajable 

2,400 00 

Advertising Expense 

3o:v 

Accounts Pajable 

3,105 21 

Miscellaneous filing Ex- 

David Cooper Capital 

27,500 00 

pense 

210 72 

Daiid Cooper. lersonal 


Office Salaries 

1,230 OJ 

fdr) 

900 00 

Rent Expense 

600 0" 

Sales 

5i 796 40 

Miscellaneous General Ex- 

Sales Returns and Allow 


pense , 

201 10 

ances 

86 40 

Interest Income 

32 43 

rurchaoes 

38 907 85 

Purchases Discount 

34? It 

Freight In 

372 81 

Interest Expense 

z\n 

Purchases Returns and 
Allowances 

127 46 

Sales Discount 

163 12 


Data for adju'itments on March 31 were as follows 
(aj Ilc'»cr\e for bad debts, an additional of 1% of gress sales o' 
S273 98 

(b) Merchandise in\cntor>, $13,-I20 72 

(c Store supplies in\entoo. 25 

(d Office supplies inventor>, $64 15 

fe Prepaid insurance $40 

(fi Fstimatei depreciation of store equipment, $36 

(R) Fstimatod depreciation of olTiec equipment, $12 50 

(h) Accrued salaries $232 50, dmded as follows sales salanes, $182 V 
and office salaries $50 

(i) Accrued interest on notes rcceisable, $14 20 

(j) Accnieil interest on notes pa>ablc $17 80 

Inflrueitonx (li Prepare an eighKoIumn work sheet 
<2) Prepare a profit and lo«s statement and a balance sheet, 

(3) Record the adjusting, closing, and reversing entries 
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Part 2 

Part 2 of Practice Set No. 1 is a continuation of Practice Set No. 1 
given after Chaptei' 10. The same books of original entiy and ledgers are 
to be used. 


Narrative of Transactions for November 

Norcmicr 1. ^Ir. Benton invested an additional $10,000 in cash in the 
business. 

Noremhcr 1. hlr. Benton decided to buy the building and equipment that 
he had been renting. He bought the building for $30,000, the land for $10,000, 
tlie store equipment for $4,000, and the office equipment for $3,000. He paid 
$15,000 in cash and gave a 6 per cent mortgage for $32,000. 

November 1. Sent a check to Howard Auto Supplies in payment of invoice 
of October 22. 

November 1. Paid $240 for premium on insurance on building atid equip- 
ment. 

November 2. ^Made the following purchase on account: 

Purchase No. 430, Canton Tire Company, merchandise, $1,310.70. In- 
voice dated November 1; terms, 2.10, n SO. 

November 2. Received $300 for three months’ rent of space m the building. 

November S. The auditor called attention to the fact that a reserve for bad 
debts had not been set up for the preceding months and that an adjustment 
should be made. Set up a reserve for bad debts of $91.50. Debit the capital 
account. 

November S. Sent a check to Eustis Supply Co. for invoice of October 4. 

November S. Received from Johnson Tire Shop check for $270.48 in pay- 
ment of the sale of October 24 and from Highway Ser\'ice Station check for 
$306.40 in payment of the sale of October 2i 

November S. ^Made the following sale on accoimt: 

Sale No. 799, Brovaiway Garage, $558.50. 

November S. P.aid cash for miscellaneous office supplies, $150. 

November S. Paid cash for repairs in store room, $15.85. 

November S. Paid the following salaries and wages: sales, $330; recei\’ing 
and sliipping force, $70; office, $110. 

November S. Received $321.45, cash sales for November 1-3. 

Post from the various journals to the customers’ and creditors’ accounts 
in tire accotmts receivable and the accounts payable ledgers. 

November 5. Made the following sales on account: 

Sale No. 800, Central Ser\ice Station, $686.25. 

Sale No. SOI, Graham Auto Repair Co., $300.55. 

November 6. Borrowed $3,000 from the bank on his 60-day non-interest- 
bearing note. The bank charged 6 per cent interest in advance. Received 
credit for the proceeds, $2,970. 
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Novcmhcr 15. Received from Central Service Station check for $672.52 
in payment of the sale of November 5 and from Graham Auto Repair Co. 
check for $294.54 in pajunent of the sale of November 5. 

November 15. Sent a check to Perkins Battery Co. for invoice of Novem- 
ber 5 less credit memorandum received November 10 and less discoimt. 

November 15. Made the foUoviing purchases on account: 

Purchase No. 437, Randolph Supplj* Co., store equipment, $127.50. In- 
voice dated November 14; terms, net SO daj-s. 

Purchase No. 43S, Perkins Battery Co., merchandise, $42S. Invoice dated 
November 14; terms, 1.10, n 30. 

November 16. Paid freight in charges amounting to $33.20. 

November 1 6. Made the following sales on accomit; 

Sale No. S06, Becker Tire Shop, $393.50. 

Sale No. 307, Dorton Dewey, $913.40. 

AnrcjnbtT 17. Received from Walker Tire Co. a credit memorandum of 
$50 for allowance on damaged merchandise on invoice of November 10. 

November 17. Sent Marshall Radio Corporation a check for invoice of 
November 7. 

November 17. Received from Dorton & Dewey their 60-day, 6 per cent 
note for $570.40, dated Not'ember 17, in pa>*ment of sale of October 20. 

A'orcrubfr 1 7. Allowed Evans Garage credit of $10 for damaged merchan- 
dise on the sale of November 13. 

November 17. Paid the following salaries and wages: sales, $330; receiving 
and slipping force, $70; omce, $110. 

November 17. Received $596.60, cash sales for November 12-17. 

Post from tlie ^-arious journals to the customers’ and creditors' accounts 
in the accounts recei\*able and the accounts paj-able ledgers. 

A'orfmbrr 19. Received from Rogers Service Station check for $393.31 in 
payment of the sale of November 9 less credit for return of November 10, and 
from Portland Transfer Go. check for $631.93 in payment of the sale of 
November 9. 

Anrenjorr 19. Paid $234 cash for miscellaneous store supplies. 

November 19. Received from Langaon &: Pillmore their 60-day, 6 per cent 
note for $1,471.50, dated Not-ember 19, in psj-ment of sale of October 20. 

November £0. Made the following purchases on account: 

Purchase No. 439, Canton Tire Go., merchandise, $2,621.40. Invoice 
dated November 19; terms, 2.T0, n.ioO. 

Purchase No. 440, Etistis Supplj* Co., oSce supplies, $37.60. Invoice 
dated November 19; terms, net SO days. 

November £0. Sent a check to W alker Tire Co. for invoice of November 10 
less credit memorandum received November 17 and less discount, and a check 
to Howard Auto Supplies for invoice of November 10. 
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XorcmhfT SI Made the following sales on account: 

Sale No SOS. Ilighwaj Service Station, $592 75 
Sale No S09. John‘>on Tire Shop, $609 20 

!\orembcT S2 Sent a check to \\ hitman Supply Co for in^Olee of Octo- 
l>er 23 

iNorrmbir S3 Receued from Langdon S. Fillmore check for $177 1C in 
pa^mcnt of the *1310 of Noxember 13 and from Exans Garage check fo* 
fill 59 in pa> ment of the sale of November 13 less the alloxxance for damaged 
merchandise received November 17 

\orcr7i5fr S3 Made the following purchases on account 
Purchase No 111, Marshall Radio Corporation, merchandise, $670 
Invoice dated November 22 terms 2 10, n 30 
Purchase No 412, Randolph Supplj Co , store supplies, $21 10 Invoice 
dated November 22 terms, not 30 da>s 

Noremf rr 34 Allowed Johnson Tire Shop credit of $21 05 for tnerchandue 
ritumed on the sale of November 21 

Norrmlff 24 Sent a check to Perkms I)atter> Co lor invoice ol No\en» 
her 11 

Noremifr 24 Made the following sales on account. 

Sale No 810 Thompson Garage, $363 35 
Sale No 811, Central Service Station, $924 20 

Norcni6«T 24 Received from Canton Tire Co a credit memorandum of 
$12 for return of merchandise on invoice of November 19 

Sorcrnlicr Si Paid the following salaries and wages sales, $330,roceivirj 
and shipping force, $70, office $110 

Sofcmicr 24 Received $701 20, cash sales for November 19*24 

Post from the various journals to the customers* and creditors’ account* 
m the accounts receivable and the accounts p3>able ledgers 

NorerniiT SC Discounted at the bank at G per cent the Dorlon 4. Dewc) 
note for $570 10 and received credit for the proceeds, $571 20 

\orcmherSC Sent a check to FusUs Supplj Co for invoice of October 17 

Aorembfr SC Received from Becker Tire Shop chock for $875 63 in pa>- 
ment of the sale of November 16 and from Dorton i Dewey check for $9C003 
m pajment of the sale of November 16 

A’orfmicr 27 Made the following sales on account: 

Sale No 812, BrowTiwav Garage, $545 30 
Sale No 813, Graham Auto Repair Co , $847 05 

Norember 25 Made the following purchases on account* 

Purchase No 443, Canton Tire Co. merchandise. $1,377 60 Invoice 
dated November 27, terms, 2 10, n 30 
Purchase No 444, hitman Stipplj Co, advertising supplies, $65 Ir 
voice dated November 27, terms, net 30 daj-s 

iVorembcr25 Sent a check to Randolph Supplj Co in pajTiient of invo’ce 
of October 29 
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November 29. Made the following sales on account: 

Sale No. 814, Rogers Ser^dce Station, $798.50. 

Sale No. 816, Becker Tire Shop, $918.90. 

November 29. Sent a check to Canton Tire Co. in payment of invoice of 
November 19. 

November SO. Allowed Graham Auto Repair Co. credit of $7.50 for mer- 
chandise returned on the sale of November 27. 


November SO. Purchased new office equipment for which he gave old office 
equipment and $206 in cash. The old office equipment was on the books at a 
cost value of $300. The depreciation for the month of November on the old 
equipment traded in was $6. 


November SO. Paid $95 for advertising in the local newspaper. 

November 30. Paid freight in charges amounting to $78.75. 

November SO. Withdrew $200 in cash for personal use. 

November 30. Paid bills for heat, light, and power, $75. (Charge Mis- 
cellaneous General Expense.) 


November SO. Paid the telephone bill, $24.75. (Charge Miscellaneous 
General Expense.) 


November SO. Received $541.50, cash sales for November 26-30. 

The cash balance is $2,527.41. Prove cash. 

Post to the accounts in the accounts receivable and accounts payable 
ledgers. 

Post to the general ledger accounts from the general journal and the 
general columns of the purchases journal, the cash receipts journal, and the 
cash payments journal. 

Total and rule the various special journals and post the totals to the 
appropriate general ledger accounts. 


PERIODIC SUMMARY 
The additional data required for adjustments are: 


Merchandise inventory $23,101.75 

Accrued income: 

Interest accrued on notes receivable 2.70 


Loss from bad debts: An additional of 1% of net 


charge sales. 

Depreciation : 

Store equipment 33.86 

Office equipment 22.50 

Building 75.00 

Deferred charges to expense: 

Prepaid interest on notes payable 18.00 

Inventories of supplies: Store supplies 282.75 

Office supplies 356.00 

Advertising supplies 19.56 

Insurance expired 95.00 



CHAPTER XV 

ACCOUNTING PROCEDURES 

RECORDING ROUTINE The minimum of commonly i^ed records vi'as 

explained in an early chaptei* where the ac- 
counting s>"stem consisted of a jornnial, a ledger, a trial balance, and 
the financial statements. This tlu'eefold sequence of jotu’nal, ledger*, 
and statements txas at tire time stated to be adequate for any business 
not intei'ested in efficiency and economy in recoi-ding. If efficiency 
and economy ar-e disi'egai'ded, tliis simple routine of i*ecording is suffi- 
ciently flexible to take cai*e of any transaction, no matter how complex 
it may be. 

Fr-oni a single jom*nal record and a single ledger to special jorrrnals 
and special ledgers. I'ecoi'dirrg routine has beerr elaborated to achieve 
economy and effieierrcy. These objectives have been accomplished at 
the expense of simplicitt*, and routine has become inci’easingly complex. 
Special joru'nals rasirlt in less flexible records, but they save mircli 
labor in recording and posting. Subsidiary ledger's complicate the 
posting from jom'nals and require the use of statements \vith support- 
ing scliedirles, but they pro^ide useful means of checking the acciuacy 
of surmnaries. Special colurrms in books of original entry make these 
books more corrrplex, but they r'educe postirrg labor in transactions 
that occiu' frequently. Bvrsiness paper's prepar'ed in tAirewriting and 
bookkeeping maclrines, vith sever-al copies a\ailable, pr' 0 \'ide oppor- 
tunity for fm'ther' economies. Starrdar'd routine is corrstantly being 
modified in the interest of economy and efficiency. 

^^ffiateva' A-ariations may be made in recording practice, there 
still ranain fom* weU-deflned steps. These four steps are: 

1. The business paper, e^■idencing the transaction. 

2. The journal record, showing accoimts affected. 

3. The ledger record. classif:>'ing transactions rmder accounts. 

4. The statements, summaridng financial progress. 

In tills clrapter particular attention v'ill be given to the accoimting 
procedures incident to the use of (1) a bank accormt as a sirbstitute for 
casli;. (2) supplementai'y r-ecords not integral with the accoimting 
sj*stem to provide useful information; and (3) the combined cash 
jom'nal as a substitute for special journals in small businesses. In 
the following chapter, a nioi'e involved and complete procedm'e, the 
voucher system, ivill be described. 
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BUSINESS PAPERS AND Modern bookkctj’np practice mates mo-p 
more use of machines to prondc Iho 
' requisite detail at a lov cost 'Hirouph tt® 

use of carbon copies it is oos.ible to prepare simultaneou-h (I) 
basiness paper (2) the journal record and f3) the po tin? to th“ 
subsidiary ledger For example the «ales invoice the rcco'-d m th« 
sales journal and the postinj, to the customers account ma^ lx* p-o- 
\idcd on a machine bj a single reco*^ing This function of pro;idin? 
duplicate copies on machines maj be greatlj expanded and in la*^ 


companies it is 

Bookkeeping machines are frcquentl> equipped with accumulating 
mechanisms which pro\ide totals of amounts recorded Columnar 
totals are thas pro\ided at the same time as the duplicate recordir^ 
desenbod in the prcMoas paragraph. For example when chocls ai* 
drawn for pa^ roll purposes columnar totals for regular paj o^ertIr‘' 
pa> income tax withholdings ind old a^c pensions ma> be protidod 
and at the same time carbon copie-» for the pa>Toll rt-cord and th'* 
emplo) ce 8 record ma> be prepared These tw o feature {1) duplicaitn; 
and 2) accumulating are distinct ad\anla^es of mechanical accountirj 
or machine bookkeeping 

It has been estimated that in modem big business enterpnses 'X) 
per cent of bool keeping records are products of mechanical equipment 
The larger the entcrpn«e the greater the adrantage in the use ma 
chines Machines ma> be highl> specialized and through their spetiali 
zation great volumes of work ma> be accomplL'hed at a relatively lev 
cost. This low cost has made possible the recording of an amount 
detail that would othemsc be prohibitucl> expensive In aldition 
to this Ravnn^ m costs the use of machines has the advantag'-s 
greater speed and accuracj plus a lcgjb!ht> that cannot gercrall} 
be attained in handvntten records. 


CHECK REGISTERS Control over business transactions may be 
nided h} issuing pads of basmess pap^ 
senallj numborc-d, to those responsible for the transactions and requi' 
ing a record of all the business papers avKl For example ch^^l^ are 
often numbered se-nall} m a checkbooL Accompanying th^ pal o' 
checks there is a book containing a line for the record of each cherk 
the number of th«' chcci having b«en entered on the line This l/ccic 
contains columns for the essential mfomation app^nng on each 
check Such a book ts called a regvter 

A checi register that tal the plicc of th^* cash pa> ments jourr.3l 
and also registers senalli numbered checks is sho m on page 257 Tb'* 
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account Mrst National Bank talces tlie place of tlie cash accoimt. A 
separate line is resenad for each serially numbered clieck, and on that 
line is entered tlie information about the clieck that is considei'ed 
most useful in a book record. All othei* details of each paATiient aia 
aiaiJable in tlie file containing cai*bon copies of tlie cliecks or on the 
clieckbook stub. The canceled clieck will eventually be retm-ned and 
vill form the principal paid of the paper record. 


CHECK REGISTER 


D^TE 

N TO 
O^DER O' 

ACCOUKT DEBITEO 

CHECK 

POST. 

REF. 

' 

I 

i 

GENERAL 

LEDGER 

DR. 

I 

! 

ACCOUNTS 

PAYAEl-E 

dr. 

PURCHASES 
. DISCOUNT 

C.R. 

1 FIRST 

I KATTONAL 
* SANK 

CR. 

1950 







j 

i 





Oct. 

1 

Goonx' Bootlie 

Georqe Boothe 

64 

N 



500,00 

, 10 

00 

400 00 


3 

Voided checlc 


65 








i ! 


3 

L-nns: HctiliY Co, 

Bent Expense 

66 

o4o 

125 

ooj 





rio’oo. 


1 

Pot tv Cash. 

Petiv Cash 

67 

312 

soooi 


i 

1 


sooo; 


o 

O 

Office Equip. Co. 

Office Equip. Co. 

6S 



! 

OJO 

641 

1 


342,64; 


33 

Office Sal.aries 

Offi^ce Salaries 

90 

541 

420 

8 




i 

420jCO| 










rr 

s: 




31 

Totals 




723 

CO] 

S.946 

•h'' 

ol 

63j 

4.6SS|27j 







l-v ) 

1 

^2323 


t4513 

"1 

(im i 


Check Eegisler 


It vill be noticed that a check mai’k (^ ■') is used to indicate posting 
to an accomit in tlie accoimts payable ledger, and a number is used 
for eadi item posted to an accoimt in the general ledgei*. This method 
illustrates posting to loose-leaf ledgers. Tilien loose-leaf ledgei-s ai-e 
used, a new account may be inserted at any time in its proper place. 
For a creditor's accoimt, the proper' place is determined alphabetically: 
for a general ledgei' accoimt it is determined by the place of the item 
on the balance slieet or the profit and loss statement. 

In numbering genei'al ledger accounts, it is desuable to have the 
various digits in the number represent major and minor account 
classifications. A commonly used decimal system sets up the fmst 
number as one of the major account classifications, as illustrated below: 

100 — All asset accounts 

200 — All liability accounts 

300 — All balance sheet proprietorship accounts 

400 — All income accounts 

500 — All expense accounts 

The second digit represents a minor classification as: 

110 — All current asset accounts 
120 — All fixed asset accounts, etc. 

510 — All cost of goods sold accounts 
520 — All selling expense accounts 
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The third dipit represents the particular account as 
112 — Pctt> Cash 
6-13 — Rent 

Such a practice ob\iousl 5 prevents paging of accounts but provides 
a useful flexibilitj 

On Line 2 of the check register a report is made that check No 65 
Mais not used Everj senan> numbered chock is thus accounted fo- 
on the check register 

DOUBLE RECORD One of the most common accounting pro- 

OF CASH ccdurcs IS set up to secure effective control 

over cash B\ depositing all cash receipts m a hank the business has 
a secondarj record of its cash transactions in the shape of a pcnodic 
bank statement This accounting procedure provides what is techni 
call> known as a double record of cash The checks deposit slips and 
liank statement provade an outside record of cash transactions 

In order that the bank s record ma> correspond with the cash 
record all cash received must bo deposited in the bank If that is 
done It follows that all cash disburs^ must be withdrawal from the 
bank by means of checks The bank s record of deposits wall correspond 
to the cash receipts record the bank s record of checks paid wall corre- 
spond to the cash disbursements record, and the balance on the bank s 
monthlv statement should agree vnth the cash balance of the business 
These balances will agree except for the adjustment items described in 
the discussion of the roconciUaUon of the bank statement in Chapter 
I\ 

PETTY CASH 'When a business has established a policj of 

depositing all cash receipts and making all 
pajments b> checks it wall probablj find that some small pajanents 
can be made more conveniently with cash A fund for such payanents 
IS established by drawing a check payable to the order of Petty Cash 
for the estimated amount of the payanents dunng a certain penod of 
time frequently one month Check No 67, the fourth onto in 
check register on page 257, shows the entry to establish the petty 
cash fund 

The check is cashed by the pettv cashier, and the currency b placed 
m a special drawer called the petty cash draicer As disbursements arc 
made m currency from this drawer, they are recorded in a supple- 
mentary record known as a petty cash booh A tyqiical form of petty 
cash book is showm m the lUvLstration on the opposite page 
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PErrTY CASH BOOK 









DISTRIBUTION OF PAYMENTS 


DATE 

CXPLANATtON 

VCHR. 

NO. 

RECE*rrsJ 

PAYMENTS 

MtSC. 


MISC. 


1 SUNDRIES 








SELLING 

GENERAL 




1 








EXPENSE 

EXPENSE 

ACCOUNT 

AMOUNT 

1 

1950 
















Oct. 

1 

Check No. 67 


30 

00 












2 

Telegram 

1 



1 

30 



1 

30 






2 

Soap and towels for 
















store 

2 



1 

2.5 

. 1 

25 








5 

Twine for store 

3 



1 

28 





Store Supplies 

1 

28 



S 

Entertaining a cus- 















tomer 

4 



8 

90 

8 

90 








12 

C.all on a customer 

5 



1 

75 

1 

75 








13 

Registration of a 
















letter 

6 




85 




85 






IS 

Express on a p»ir- 
















chase 

/ 



1 

72 





hYeight in 

1 

72 



20 

Stationerj’ 

S 



6 

50 





Office Supplies 

6 

50 



20 

20 

Totals 

Balance 


30 

00 

23 

6 

55 

45 

11 

90 

2 

15 


9 

50 


















30 

00 

30 

00 










20 

Bjilance 


6 

45 












20 

Check No, 79 


23 

55 












Petty Cash Book 

In tliis illusti-ation pro^^sion is made for a record of seriallj^ num- 
bered receipts or vouchers to e\ddence pettj’’ cash disbm*sements. 
These receipts pro\dde a control over the petty cash fund and may be 
used as the basis for the replenisliing clieck. A petty cash voucher to 
support tlie payment of October 2 for soap and towels is shovm below; 



Petty Cash Voucher 


Frequentlj’- the petty cash vouchers ai-e filed in an envelope on the 
back of wMcli is a record similai' to the petty cash book record shown 
above. This practice is just another illustration of the tendencj’' to 
move away from book records. 
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At the end of eacli accounting period, before the statements are 
prepai'ed, it is necessary to di*a\y a clieck to replenisli the petty cash 
fund. Othenvise, tlie expenses represented by the disbursements 
would not appear in the statements for the period. The chai-ges made 
to the expense accounts when the replenislung clieck is recorded bring 
these expense items into the ledgei- and keep the petty cash fund at 
tlie predetermined amount. The peth' cash fund will remain at the 
same amount unless it is decided that the fmid is too large or too small. 


REGISTERS AS SUPPLE- In addition to registers that serve as special 
MENTARY RECORDS jom'nals, and in some instances as subsidiaiy 
ledgei's, thei'e are registei's that serve as supplementary* records. Such 
registers are usually classifying and accumulating de\ices. Examples 
of sucli registei's are tlie insm-ance policy* register, the notes receh'able 
register, the notes payable register, and the fixed assets register. 


Insurance PoNci/ Ecgisier. '\iiien there is a possibility* that property* 
may* be desti'oy*ed by fii'e or by* any* other accidental cause, the owner 
should protect himself against sucli loss by* entering hito a contract 
ivitli an insm*ance company*. He agi'ees to pay* to the company* a certain 
amount in retm'ii for the protection afforded by* the conti*act. This 
contract is knovm as an insurance poHci/, and the compensation paid 
to the insm'ance company is known as the insurance premium. The 
insmunce policy* is made for a definite period of time, and the premium 
is pay*able in ad\-ance. 

A record of eacli of tliese policies should be kept in such a foim that 
information pei'tinent to the insui'ance contracts can be obtained at 
any* time. Tiiis is accomplished by* keeping an insiu'ance pohcy* register 
similai' to tliat shown on pages 262 and 263. In this record tlie cost 
of the insm-ance, or tlie premium, is diiided into the monthly* charges 
representing insm-ance expense. 

In the illusti-ation, tlie thi-ee policies can-ied ovq’ from previous 
yearn ai-e sliown at the top of tlie page that records the insm-ance 
policy* history* for 1950. The fii-st two of these had only* two months to 
run in 1950 before expiration; the third had six months. In each of 
tliese cases the montlily* charges are the same as they* were for the 
preceding period. The fourth entry records a one-y*ear policy* pm-chased 
on Januai-y 2, 1950, and cliarged equally* to the twelve months of 1950. 
The fifth enti-y* records a five-y*ear policy purchased on hlarch 1 for 
$30. Since it has 60 montlis to run, the monthly* cost is 50 cents. 
The policy rmis for ten months in 1950; this leaves a balance for this 
policy* of $25 of Pi-epaid Insurance on December 31, 1950. The pohcies 
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INSURANCE POLICY REGISTER FOR YEAR J«0 
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1 


U S Fire IM Co 

IluildmR 
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1 

V5 1 

Ktntt Vuto In*. C* 

Drli ttry Eq« pment 

2 lOOjOO, 

July 1 l%i 

1 



1 

1 


s If 


H— 


Insurinee Polic* Register, Left Pige 


taken out on March 1 and Jul\ 1 also continue bcv ond the end of th^ 
\ car and ha\ e unexpired balances at the end of the > ear 

At the end of each month the insurance expired is determined bv 
adding the column for that month The amount thus obtained u 
Used in the adjusting entr> to record the insurance expired At tb» 
end of the joar the amount of the expired premiums and the amourt 
of the uncxpirod premiums are recorded in the columns at the extrerro 
right The unexpircd policies are then recorded at the top of the pag* 
for the following >car 

\otes lifcetrabU and Noles PayabU Resfisters If the notes recened 
b) a business arc not too numerous the> ma> be recorded m th» 
general journal There is, however, important detailed infoimaticn 
with reference to the notes that cannot be shown convenient!} in the 
book of onginal entr> or in the notes receivable account This infonra 


NOTES RECCIVACLE REGISTER 



Jr 

1 

1— 

i 

. 

hr 

I'UJ 


! 





J*n 

a\ in 

Hmry J*rr,Pi*>n 

Jmt *<At»nAl llACk of llAntoQ 

jav) 

Jan- 



9 112 

C U Co’Ln* 

Oar ofSm 

lOJ) 




13 113 

I ••I* i CloAKTf 


IVV) 




r i 

K. M joert 

F«fot>ad National Desk Marvxi 

jay) 

J>* 


'Pel 

3 115 1 

*o‘m F FrtwnAfi 


IDV) 

r*i- 

i 

ll 

|10 116 i 

1 i 

n H Wittier 

Vcioo TVank, Akron 

10,0 

Ftt. 

t’ 


Notet RrcelTable Register, Left Page 
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INSURANCE POLICY REGISTER FOR YEAR 1550 
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Insurance Policy Register, Right Page 

tion may include the name of the maker, where the note is payable, 
the date, the time, the amount, and the rate of interest. All of these 
facts, together with otliem that may be useful, may be recorded con- 
veniently in a notes receh-able register that provides a special colunm 
for each tiiie of information. A common form of a notes receivable 
register is sliown on page 262 and below. 

A similai* register may be maintained for notes pa^mble whenever 
such notes ai'e numei*ous. The an-angement of the notes pai-able 
regista' is quite similar to that of the notes recehmble register. A 
common form is illustrated at the top of pages 264 and 265. 

Fucd Assets Register. TtTien a business has a large number of fixed 
assets, a record is needed to show the cost of each asset, the estimated 
trade-in or scrap iralue, the estimated life, the annual rate of deprecia- 
tion, the number of yeai's dining whidi the asset has been owned, the 


NOTES RECEIVABLE REGISTER 
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Notes ReceiTable Register, Right Page 
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NOTES PAYABLE REGISTER 


TIME 

WHEN DUE 

FACE 

rNTEREST 

RATE 

DATE PAID 

REMARKS 

YEAR 

B 

B 

5 

B 

D 

B 

B 

B 

B 

B 

B 

B 

GO daj-^ 

1950 

1 

1 

1 

1 

I 

1 

1 

1 

1 

I 

I 

1 

500 

I 


Mar. 10, 1950 


30 days 

1950 



2 










260 

83 

— 

iMar. 2, 1950 


90 days 

1950 





10 








1000 

00 

6% 

May 10, 1950 



Notes Payable Register, Right Page 


In a small business it is possible to arrange ti-ansactions in chrono- 
logical order and to have the labor-saving benefits of the special 
journal by the use of special columns in a single journal. Since most 
transactions affect cash, this jornmal is commonly called the comlnned 
cash journal. Whenever transactions affect an account sufficiently 
often, a special column is set up for that account. Transactions 
affecting accounts ivithout special columns are entered in a pair of 
columns headed “General Ledger.” This treatment is similar to that 
described in Chapter IX for the cash receipts journal and the cash 
payments journal. 

If a business follows the practice of depositing all cash in the bank, 
as was desciibed earlier in this chapter, the cash columns may be 
headed “Cash” or they may be considered to be the record vdth the 
bank and may be headed vdth the name of the bank. 

A combined cash journal is shovm on pages 266 and 267. It should 
be noted that the columns set up vdth special headings have already 
been illustrated before in this and previous chapters. 

This type of single- jounial record is frequently found in readj'-- 
made bookkeeping systems for small businesses and professional men. 
The column headings are printed in to meet the requirements of the 
business for which the sj'’stem is designed. In some cases, the ac- 
countant is called upon to determine the colunm headings and to 
write them in himself on a blank fonn obtained from a commercial 
stationery stoi-e. 


FIXED ASSETS REGISTER (OFFICE EQUIPMENTS FOR YEAR 1950 
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SUMMARIZING IN Wlien a single journal and a single ledger 
BUSWtss BICOI.D5 Chapter VI lmn«ct.on, alT^ 

mg each account wore summarized in the ledgers Tor example, all 
sales transactions uore found indi\/duall> in the sales account and the 
total of sales was obtained b> adding these items m the sales account 
Later when the sales joumil was set up to fave time and labor, this 
summanzing was done m the spttiil journal, the ledger account Sales 
no longer showed the detail but onI> the total for the month These 
conditions arc illastratwl Mow 
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tng labor ) 


d.-3as3 


CC CC CO 
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119 

45 

321 

50 

— 





6 

43 



119 

743 

15 

SO 



250 

00 

29 

30 

31 

32 

33 

34 

97o 

975 

60 

60 

sss 

S32 

so 

50 

1.450 

1.450 

72 

1,G9S 

1,695 

SO 

30 

16 

16 

TO 

70 

IS 

IS 

so 

SO 

£,7S7 

2,737 

95 

95 

1,695 

1,695 

SO 

30 

500 

500 

00 

00 

(4) 


(4) 


f20) 


(201 


(521 


(501 


(26) 


(2S) 


(311 



Combined Cash Journal, Right Page 


The accounting periods summarized in the special jom-nals need 
not con'espond to the periods summarized in the ledger or covered 
by the statements. For instance, the cash receipts and cash pajmients 
journals, or the cashbook, could be closed at the end of eacli week; 
the sales and the pm'chases jommals could be closed twice a month; 
the trial balance could be taken once a month; and the balance sheet 
and the profit and loss statement could be prepared only annuallj". 
The accounts affected by many transactions could be summaiized 
often: those affected by a small number of ti-ansactions, less often. 

'\\dien business papers become an integi'al paid; of the accoimting 
system, they can sometimes be used as surmnarizing derdces. T^Tien 
the)^ are so used, a jornmal may contain a record of onh* the total for 
the day. The amounts of cash sales for a daj^ may be listed on an add- 
ing macliine from the sales tickets; the tickets may be filed as support- 
ing records; and only one enti'y need be made in the cash receipts 
journal. In tliis case sunmianzing has been moved foi-ward another 
step, to the business papers; indiridual transactions no longer appear 
in the jornmal. 


THE FUNCTION Business records must be so constimcted that 

OF RECORDS futm'e it vill be possible to 

buce a transaction from the record of its occmrence to its eSect on 
some item in one of tlie two principal statemente. Or, reversing the 


I a> C/i 03 N3 
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procedure, it should be pa'.siWe to account for 3n> amount on either 
statement bj tracing backward to the first record of the transactions 
a/Tectinj? this amount This ina\ be illustrated Briphicnl!> as follows: 

Trace forward ■ ■ ■ ■ > 

Tran«aclion — 1‘aper Journal — Lcdccr Uork Sheet Statement 

• <— — Trace backward 

If a sale of $2 jO is made on account, it shouhi be possible to trace 
that sale until it appears on the profit and loss statement as part of 
the total sales Or if the profit and loss statement shows rent erpense 
of $1 500 It should be possilde to trace back from the statemr-nt, 
throuj’h the work sheet Je<J;ter, journal, and business papers to rent 
transactions totaling $1 300 

The record of transactions ma> be considered as a stream of infor- 
mation that flows from the basmess pipers to the periodic accounting 
statements This flow must be unintcrrupteil and rapid so th*it the 
accounting statements wall b'' complete and timclj Ani procedure 
or an\ methanism that will insure the continuous and speedj flow of 
this information merits the attention of the bookkeeper or the ac- 
countant 

iHTCRNAt CHECK \\'hen accounting procedures and sj stems arc 
OF OPERATIONS designe<! for a business thej should lx? so 

constructed that no section of the 8\stcm is under the sole control of 
one person The work of each omplo) ee should bo rchte<I to the duties 
of another ^\'hcn such a sjstcm is used the accounting is said to 
possess ‘ internal check ' and control The purpose of such a control is 
to preient error and fraud 

Of the man> accounting functions of a business, the most elalxiratc 
controls are genorafh proxadoil for the handling of cash This chapter 
has described methods that secure internal control of cash b> df'positing 
all receipt-sand b> mal-ingp3\menLsonl> b> check except for propcrl> 
\ouchere<l pett> cash items Control of cash is further acliKseri b> 
separating the duties of those cmplosecs ch.irgod with receipts and 
pajments of cash from the duties of thos/* who Utp the journal and 
ledger records and who prepare Ktatements of account for castomen 

If cash receipts arc rectned m the raiil it is nr-cessar> to base 
separate emplojees open the mail and make a list of all rr-ceipts In 
duplicate One copj accompanies the receipts to the cashier, the other 
serses as the underijing document fo” the accounting entrj 

Similar controls are usuallj provided for customers' accounts, 
m\entones, plant assets, and oUitr groups of accounts 
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QUESTIONS 

1. Does the use of business papa's, journals, and ledgers mean that 
recording is tha'eby ti'ipled in volume? Explain your answer. 

2. (a) Is there any principle that can be followed in determining how 
often summaries of ti'ansactions should be made? (b) Must summaries be 
made only at the end of the accounting paiod? 

3. What is meant bv the expression “take the books out of bookkeep- 
ing”? 

4. “The ti'ial balance is the only reliable proof of posting.” Do you 
agree with tliis statement? 

5. The term double record of cash refers to the record in the cashbook 
and tlie record in the ledga'. Is this statement correct? 

6. It is necessary for Wai'te and TiTiite to pay out a lai'ge number of 
small amounts vai'jnng from 25 cents to S5. Those receiving the pay- 
ments prefer* cash ratha' tlran checks. An accoimtant recommends that 
the petty cash sj'stenr be used, (a) Desci’ibe how such a record and fimd 
sliould be opa'ated. (b) How is this record correlated with a “double 
record of cash”? (c) What advantages do you see in its use? 

7. Give jour-nal enti'ies for the following: (a) A petty cash frmd of $50 
is established, (b) The fiurd is replenished for expenditirres of $47.84, 
clrar'geable $24.32 to hliscellaneoirs Selling Expense and $23.52 to h'lis- 
cellarreorrs General Expense, (c) The fund is increased to $100. 

S. In designing a combined cash journal for a doctor, what columns 
would yorr omit tliat ar'e shown on pages 266 and 267? TSTiat colirmns 
would yorr add? 

9. If an amount was entered in the wr'ong column in a combined cash 
journal, worrld it tlrrow the tr-ial balance out of balance? Explain. 

10. Assrrme that the gener'al ledger accoimts given on page 177 ar'e to be 
rrumber'ed. Number* the accoimts according to a logical sj-stem that will 
prordde for* the addition of new accoimts. 

11. TiTrat ai*e the advantages of the use of bookkeeping machines? 

12. (a) Under what conditions would you recommend that a business use 
notes receivable and notes payable registers? (b) "UTiat tj^pes of busi- 
nesses would be more likely to use a notes receivable register* than a notes 
payable register*? (c) Wlrat ti^pes of businesses would be more likely to 
use a notes payable register* than a notes receivable register? (d) TiTiat 
infor*mation should each of these registers provide? 
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1. The folIoTnnp transactions mwlving pctt> cash were completed by 
the Pnneess Garment Co dunng the month of March 

(a) Mar 1 Drew check Ko 309 for $G0 to establish a pett> cash fund. 

(b) The followine amounts were paid from pettj cosh on the dates indi- 
cated* 

Mar 3 To Maj fair Dr> Goods Co for findings, $3 75 (Purchases). 
5 ^\ater bill, $2 (Misc General Expense) 

C To Spced> Ser\ice Co to deliver garments, $6 25 (Delivery 
Expense) 

9 Postage, $10 (Oflice Supplies) 

13 To Mayfair Dr> Goods Co for findings, $5 25 

24 Store supplies, $15 

27 To Spccd> Servnee Co , $4 75 

(c) Mar 31 Drew check No 304 to replenish the petty cash fund 
/HslrMCtion* (1) Record the check to establish the pett> cash fund In a 

check register Enter the amount of the fund m a pettj cash book having the 
same form and columns as the book illustrated on page 259 of the text, and 
then record the payments in this book 

(2) Total and rule the columns of the petty cash book and bring down the 
balance Record the replenishing check m the check register, the general 
journal, and the pctt> cosh book 

2. The store equipment of the Lame Mercantile Co was acquired as 
follows 

Datl E^imated 

PuRciiAsno Descriptios Cost Lipe 

Jan 2, 1948 Carpeting $ SCO Sjrs 

Oct 1, 1948 Counters 2,400 5 >rs 

Apr 1, 1949 Cash regtsicf COO 10 jm 

fn*lfuc(w«r U) Prepare a fixed asseta register tor store equipment for 
the >ear 1950 Use the same form and columns as illustrated on pages 2G4 
and 2C5 

(2) Prepare a journal entry for the depreciation for Januar>, 1950 

3., Harvej Benson decides to maintain a notes receivable repster On 
Julj 1 of the current jear he has the followTng notes receivable on hand: 


Date 


Our 

No 

By Whom 
Payadle 

Where Payable 

OF 

Paper Time Face 

IVT. 

Rate 

41 

Ilenrj Potter 

Our office 

Apr 27 90 days $400 00 



42 

C. M. Barnes 

First National Bank. Toledo 

Mays COdays $198 50 

6% 

43 

A. J. Clifford 

Merchants Bank, City 

MayliOOdays $200 00 

4% 

44 

L D. Burle 

Our office 

Junc2 SOdays $45000 

ore 

45 

James Finley 

Ajax Bank. Ajax 

June 22 CO days $308 40 

5rc 


During the month of July, Mr Benson completed the following 
transactions with notes receivable: 
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July 2. Received a check from L. D. Burke in payment of his note and in- 
terest due today. 

5. Sent C. M. Barnes’s note to the First National Bank, Toledo, for 
collection. (Make a memorandum notation only in the Remarks 
column of the notes receivable register.) 

7. Received a check from the First National Bank, Toledo, for the 
face of C. M. Barnes’s note plus interest, minus a collection charge 
of 75 cents. (Record the collection charge as a debit to Miscel- 
laneous General Expense.) 

12. Received a 60-day, 6% note for $300 from L. P. Taylor in settle- 
ment of his account. The note is dated July 11 and is payable at 
oiir office. 

19. Discounted A. J. Clifford’s note at 6% at our bank and received 
credit for the proceeds. 

29. Henry Potter did not pay his note when it was due. Charged the 
dishonored note to the maker’s account. 

Insiriictiom: (1) Record in a notes receivable register like the one in 
this chapter, under date of July 1 of the current year, the notes receivable 
on hand on that date. 

(2) Record the transactions with notes receivable in a combined cash 
journal like the one in this chapter and make the necessary entries in the 
notes receivable register. 

4. John Jai'vis began business on April 1, 1950, as the Jai'vis Products 
Co. The following ti'ansactions were completed during the month of 
April. Tei'ms of sales, 2/10, n/30; terms of purchases, 1/10, n/30. Begin 
checks with No. 1. 

Apr. 1. Invested cash, $8,000. 

1. Paid rent for the month, $350 (Operating Expense column). 

2. Issued check to establish petty cash fund, $50. 

2. Sold merchandise on account to M. Edwards, $500. 

3. Purchased merchandise on account from W & K Co., $1,700. 

4. Paid advertising, $50 (Operating Expense column). 

6. Received cash from M. Edwards for invoice of April 2. 

8. Sold merchandise on account to Harold Morrison, $350. 

10. Paid freight in, $75. 

11. Paid invoice of April 3. 

13. Sold merchandise on account to Thomas Reed, $275. 

14. Check No. 6 was spoiled and voided. 

15. Purchased merchandise on account from W & K Co., $1,300. 

19. Received note from Harold Morrison for $350 covering invoice of 
April 8. (No discount allowed.) 

23. Purchased merchandise on account from Peerless Products, $860. 

24. Gave W & Iv Co. a note for $1,300 covering April 15 purchase. 
(No discount allowed.) 

27. Reimbursed petty cash: Freight In, $25; Operating Expense, $15. 

30. Paid salaries for the month, $400 (Operating Expense column). 

30. Cash sales for month, $750. 

Instructions: (1) Record the transactions in a combined cash journal. 
Columns required are: Cash Dr.; Cash Cr.,* Check No.; Date; Description; 
Post. Ref.; General Ledger Dr.; General Ledger Cr.; Accounts Receivable 
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Dr Accounts Rcccuable Cr Accounts Pa>able Dr Accounts Pajable 
Cr Sales Discount Dr Purchases Discount Cr Sales Cr Purchavs Dr 
Operating Fxperses Dr 

(2) Open and post to ledger accounts as follows 

General Leilgcr Accounts Cash rcu> Cash Notes Receivable Ac- 
counts Pcceu-able Notes Pa> able Vccounta Pa> able John Jarvis Cap tal 
‘^alcs Purchases Fro ght In Operating Expenses Purchases Discount, 
'Jales Discount 

\ccounts Rocoivahle Ledger M Fdwnrds Harold Mornson Thomas 
Reed 

Accounts Pajablc Ledger Peerless Products A K Co U«e balince- 
column ledger accounts m the nubsi liar> ledgers 
(31 I reparc a trial balance 

5 Charles Uliotts accountinfr records include a check register a pettj 
cash book and an insurance pohev register similar to those illustrated 
m this chapter ind a lv\o*column general journal 

Thv follow in*, transactions wcri among those completetl m October, 
10 .o 



CHAPTER XVI 

THE VOUCHER SYSTEM 

ACCOUNTING SYSTEMS The accoiuiting papers, jom’nals, ledgei*s, and 

repoiis, and the routines and procedines em- 
ployed in using these records, constitute the accounting system of a 
business, '\^^len accounting principles and practices ai'e applied to any 
given entei'prise or to any set of conditions in a going business, tlie 
result is an accounting s^'stem. For any sucli system than is a selection 
of the useful elements from tlie entire field of accounting practice and 
the aiTangement of these elements into mi organized whole. 

One of the most complete accomiting systems is that concaned 
with the payment of obligations. Tliis si*stem not only adjusts the 
accounting records to a practice of account payment, but also affects 
the accomiting from the first record of the transaction. The voucher 
siisicm consists of an organized group of accomiting practices that 
begin with the first recording of piu'cliases of merclimidise, sanices, 
mid otlia- assets and end \rith tlie pajmiait of obligations to supplia*s. 
This cliapter will be devoted to a complete discussion of the voucher 
s.vstaii. Tliis system should be considered as cona'ete eridence of a 
more general principle of organizing accomiting practices. 

THE VOUCHER SYSTEM In the operation of eitha* a ma'cantile or a 

mmiufactiuing business, it is necessmy to 

purchase the following: 

1. Goods or Materials. In a ma'cmitile business goods m'e pm'chased 
and resold without modification. In a mmiufactming business mataials 
are purcliased and used in the production of the conmiodity or the 
sa'idce that the business sells. 

2. Assets for Use -in the Business. Both mercantile and manufactm- 
ing businesses purcliase assets sucli as land, buildings, machinay. 
equipmait, mid supplies with which to carry on their operations. 

3. Services. In order to operate, all businesses must pm'cliase 
sa-tices sucli as labor, heat, light, and power. Sucli sa-^ices, which m-e 
ordinmily tanned expenses, may be used in the production of the 
commoditi- or the satice that the business sells, or they may be used 
in selling tlie product afta* it has beai pm-chased or produced. 

In a large business, expaiditines for these pm-poses amount to 
Im-ge sums and cannot be closely supaiised by the cliief executive. 

273 
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It IS therefore nccessarj’ to delegate the responsibility for incurring 
obligations and making expenditures and yet to retain a proper control. 

THE VOUCHER One method of obtaining control over ex- 

penditures is to require for each exp>onditurc 
a written authorization. This authorization is usually in the form of a 
toucher. The \ouchcr is prepared from the invoice or from other data 
that sen'c as eridenco of the expenditure to be made. The outside of 
the voucher prondes space for (1) a bnef summary’ of the invoice data, 
(2) the details of the actual pa>Tnent, (3) a list of the accounts to be 
charged, (4) the signature of the one uho approves the payment, and 
(5) the signature of the one who 
enters the \ oucher in the vouchor 
register. Tne inside of the 
voucher provides space for the 
details of the tran^iction and for 
the signature of the one who 
approNCs the voucher. UTicn 
the business paper from vshich 
a voucher is prepared contains 
all of the necessarj’ details about 
the transaction, the business 
paper U attached to the inside 
of the vouchor and no further 
items need he entered on the In- 
.side of the voucher The outside 
and the inside of a vouchor are 
illustrated on pages 274 and 275 

^\’hon the voucher i^Titcm is 
in use, cverj* invoice or bill 
received must be vouchered. This 
procedure nocessitalM that the 
in\oicc or bill bo approved as to: 

1. Quantities, prices, grades, 
sizes, and quality by the 
purchasing agcnL 

2. Actual receipt by the re- 
ceiving clerk. 

3. Mathematical accuracy of 
c.xtensions by the cheeWng 
clerk in the accounting 

department. OoUlde of • Voucher 
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4. Terms of payment by the purchasing agent. 

5. Distiibution (accounts to be chai’ged) by the bookkeeper or the 
auditor. 

These approvals ai'e usually indicated on the invoice before the 
vouclier is prepared. In order to prevent mistakes, the bookkeeper or 
the auditor designates the distiibution on the invoice before it is copied 
on the voucher. If the accounts in the ledger are numbered, the book- 
keeper indicates the chai-ges by means of these numbers. After the 
voucher has been prepared, the invoice is fastened on the inside and 
the voucher is folded so that the distribution, as shovm on the outside, 
null be rdsible. The voucher is then 2 *ecorded in the appropriate record, 
which is explained in later paragi-aphs, and is filed in the unpaid 
voucliers file. 



Voucher 

Superior Tradi\g Compaw 



3 io50 

Tn Pavroll 







For Ihe following 

(Ahiich all cr o’her papers permd'''*nUy to wucher) 


OATC 

VWCMCR eCTAILS 

AX^OOST 

June 3 

Payroll for period ended 6/y/^O 

290.00 






^CSNT«CILLtll 


Inside of a Voucher 
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FlLlNO VOUCHERS Unpaid vouchers arc most frequently filed 
under fho date of payment, for this method 
automaticalli hnngs to the attention of the dishun>inp officer the 
vouchers that are to be paid on each day and presides a consenient 
means by uhich tho^e uho are interested can determine the amount 
that mu-'t be paid at any time. This mctho<l of filing does not provide 
a verj' direct means of referring to an unpaid voucher. An unpaid 
voucher can, however, be located with rca.«onabie effort if the due date 
is determined first from the book of original entrj'. 

Occasionally unpaid vouchers are filed alphabetically under the 
name of the vendor WTnle this makes the finding of the vendors’ 
accounts easier, it usually involves a supplementary record, known as 
a ticUrr, that shows the accounts to be paid each day. The tickler 
record shows the vouchors to be paid day by day, 

Whtn the duo date arrives, the voucher is taken from the file and a 
check IS issued in pavmcnt U this check .shows the inv'oicc or inv'oiccs 
for which It IS issued in payment, it is known as a xoxieher cheek. After 
payment, the voucher is filed alphabetically in the paid vouchers file. 
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THE VOUCHER It has been explained in the preceding para- 

REGlSTER gi-aphs that, when the voucha- system of 

authorizing payments is used, a voucher is prepai’ed for each expendi- 
tm’e. whetlier the expenditiu'e is for goods or materials, assets for use 
in the business, or seridces. In fact, imder the voucher sj*stem a dieck 
is nevB' issued except in payment of a properly authorized voucher. 

Eacli voucha* is recorded in a book known as a voucher register. 
The form of the voucher register may ^'aly widely, depending largely 
on the size of the business and the number of accoimts maintained 
ivitli piu'chases and expenses. The illustration on pages 276 and 277 
shows a tjT)ical form. 

The voucha* regista* is usually niled to prodde columns for the 
date of entiy. the voucher numba\ the name of the a’editor. the 
explmiation, the tarns, the date of pamnent, and the mmiber of the 
clieclv issued in pajmient. In addition, it contains one amoimt column 
for a*edits to the vouchers payable accoimt and as many colunms for 
debits as are necessaiy to show tlie disbibution and classification of 
all pm’cliases and expenses. A space to record cliai'ges to accoimts for 
whicli thae ai-e no special columns is prodded at the exti'eme right. 



Voucher Register, Right Page 
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Ever}’ amount entcn?d in the voucher regLstcr appears ta a credit to 
the vouchers pa}abIo account and as a debit to the account or accounts 
charged for the commodities or the scr\iccs represented by the invoice 
or the bill. 

At the time the voucher is prepared and approved, it is entered in 
numerical order in the voucher regi.ster. ^^’hcn it is paid, the date of 
pa}'ment and the number of the check is.sued in paiment arc entered 
in the appropriate columns of the register. The total of the unpaid 
vouchers as sho«7i by the TOucher register mast at all times agree with 
the total of the vouchers in the unpaid vouchers file. 

The entries in the voucher rej^ter arc not posted until the end ol 
the month. At that time all the columns arc totaled, and the total ol 
each column is posted to the account stated at the head of the column. 
The total of the Vouchers Payable Cr. column is posted to the crc<Ht 
of the vouchers payable account, and the totals of all the other amount 
columns, e.rcopt the General Lodger Dr. Amount column, are posted to 
the debit of the respective accounts. The items in the General Ledger 
Dr. Amount column arc postetJ individually to the debit of the account* 
stated in the Account column. 

The voucher register should be proved before it is posted by com- 
paring the .sum of the totals of all the debit column.s with the total of 
the Vouchors Payable Cr. column. Unless these totals agree, an error 
ha.s boon made either in entering amounts in the columns or in obtain- 
ing the rarioas total.s. This error mast be corrccte<l before the posting 
Ls begun. 

THE CHECK REGISTER Postings from the I'oucher rcgi.stcr result In 
debits to various as.set, trading, and expen.se 
accounts and credits to the liability account Vouchers Payable. The 
vouchers payable account sers’cs the same purpose as the accounts 
pa}’able account, since it shows the total amount due to cre<litors. 

^\'hen a voucher is paid, an entry debiting Vouchers Payable and 
crediting the bank account is made in the chock register. If the terras 
of the invoice pros’ide for discount, the amount of the voucher is 
entered in the Vouchors Payable Dr. column; the discount, in the 
Purchases Discount Cr. column; and the amount of the check, in the 
column proN-iding for credits to the bank account. If a form .similar 
to that iliastrated on page 279 is iLscd, the amount of the chock issued 
in payment of each voucher is entered in the column prosndefi for the 
bank on w-hich the chock Is drawn. The date of pajTncnt and the 
number of the check mast also be entered in the Paid columns of the 
voucher register. 
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For each item for which payment is to be made, a voucher must be 
prepared. When merchandise or supplies are purchased on credit or 
for cash or when any bill for an expense is received, a voucher is first 
prepared in the usual manner. This voucher is then entered in the 
voucher register and the amount is credited to Vouchers Payable. At 
the time payment is made, an entry is recorded in the check register 
and the amount of the voucher is debited to Vouchers Payable. 


CHECK REGISTER 



date: 

name: OF paye:e: 

CHECK 

NO 

VCHR 

NO 

VOUCHERS 

PAYABLE 

DR. 

PURCHASES 

DISCOUNT 

CR. 

MERCHANTS 

NATIONAL 

BANK 

CR. 



1950 













June 

1 

S. S. stem 

319 

332 

200 

00 



200 

00 




1 

Pettj' Cash 

320 

333 

50 

00 



50 

00 




2 

Sands Supply Co. 

321 

334 

41 

50 



41 

50 




3 

Payroll 

322 

336 

290 

00 



290 

00 




7 

F. C. Fields 

323 

331, 

145 

60 

2 

91 

142 

69 




29 

P. F. MiUs 

369 

371 

142 

12 

1 

42 

140 

70 


29 

N. Cowan 

370 

393 

505 

00 



505 

00 


30 

R. A. Cook 

371 

391 

441 

10 

8 

82 

432 

28 


30 

Petty Cash 

372 

395 

41 

80 



41 

80 






S,910 

OA 

101 

le 

S,S/7 

ss 






8,919 

04 

101 

16 

8,817 

88 






(15) 


(38) 


(1) 



Check Register or Cash Payments Journal 


The check register is not posted until the end of the month. At 
that time the totals of the columns are posted to the accounts indicated 
in the columnar headings. For example, the total of the first amount 
column in the check register shown above is posted to the debit of the 
vouchers payable account; the totals of the other columms are posted 
to the credit of the pru'chases discount and bank accounts. The in- 
dividual items in a check register are not posted. 


RELATION OF THE The use of the voucher system as described 

A^CCOUNtIn^ previous pages makes unnecessary the 

PROCEDURES use of the accounts payable ledger. The 

voudiers in the unpaid vouchers file serve as a record of the amounts 
owed. Emphasis is placed on when a bill should be paid rather than 
to whom it is to be paid. 

The voucher system modifies the accounting procedm’es described 
in the preceding chapter under the heading “Double Record of Cash.” 
Under the vouclier system, each payment not only must be represented 
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is entered in the Voucliers Paj’-able Cr. column, and the amount of the 
asset or the expense on whidi the retm’ii or the allowance was made is 
adjusted bj'- indicating the deduction in the corresponding debit 
amount column. When the columns are totaled, the figiu'es in red 
should be added sepai-ately and \snitten inmiediatelj’^ above the colmn- 
nai' totals of the figures in black. The totals indicated in black ink ai’e 
posted in the usual manner. The total in red ink in the Vouchers 
Paj-able Cr. colunm is posted as a debit to the vouchers payable 
account, and the coi’responding red totals in the debit amount columns 
ai’e posted as ci’edits to the appropriate accomits. In practice, ac- 
countants often show a "red ink” enti’j’’ in black, encircling the amoimt 
to show that it represents a deduction. The method of recording 
ci'edit received for a retm'ii or an allowance is shown in the voucher 
registei' illustration (Vouclier No. 391), page 276. At the end of the 
month, after the colunms were totaled. Vouchers Paj'able was debited 
for $25 and Pm’chases Retiuns and Allowances was credited for the 
same amount. The a'edit memorandum from the creditor or a note 
shoving the amount of ci'edit received should be filed vith the adjusted 
voucher. 

WliQii credit is received for a return or an allowance in a later month, 
after the voucher register has been totaled and posted, the method just 
outlined cannot be followed. In this case a new voucher for the ad- 
justed amoimt payable must 'be prepared, and the original voucher 
sliould be marked "Canceled” vith a reference to the new voucliei-. 
The amount of the original vouclier has, however, alread}’' been posted 
in the columnai' total for the preiious month. An adjusting entry 
must therefore be made in the general jorniial. 

Assume, for example, tliat in May mercliandise was pm'chased for 
$180 from C. C. Shaw. An entiy debiting Purchases and crediting 
Vouchem Payable for $180 was made in the voucher register at that 
time. In June, however, a poi-tion of the order was returned and a 
CTedit memorandum for $30 was received. The folloving enti'y was 
tlien made in tlie general joiunal: 


June 28 Vouchers Payable ISO 

Purchases Returns and Allowances 30 

Purchases 150 


To record the return of merchandise pur- 
chased in hlay and to cancel Voucher No. 
823. 


A reference to tliis jorniial entiy was placed in the Paid columns 
for the old voucher. A new voucher for $150 was then prepai*ed and 
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rrcctiod in the \ ouchc- rejjistcr This ne ' % ouchcr is \ ouchcr Ko 392 
in the resistor on pape 276 The net effect of the two entneson June 23 
is a del It to ^ ouchers Passable of $30 and a credit to Purchases Returns 
and Allowances of $30 

i\oVi Pai/aHe Jf a \oucherispaid b> the is uance of a note or bj 
the acceptance of a draft or a trade acceptance an cntr> debiting 
\ ouchers Pajablo and crediting No*es Pa>ab]c should be made in the 
general journal or the notes pajablc journal An explanation indi 
eating the method of pa>mcnt is wntten on the \ ouchcr and a similar 
explanation with reference to the page of the journal in which the 
cntr> was made is entered m the Paid columns of the \oucher register 
The \Quchcr is then filed m the paid \ouchers file 

At the time the note or the acceptance is to be paid a new s oucher 
will be issued The cntr 3 in the \oucher register will consLSt of a credit 
to \ ouchers Pa>ablo and a debit to Soles Pajuble The pajment of 
this 1 oucher mil then be recorded in the u^uaI manner The entries 
required in the pament of a note are shown in the illustrations of the 
% oucher register and the check register (Voucher No 393) on pages 
27G and 279 

Partial Paj/menlj The plan of the voucher register assumes that 
each voucher is a unit and mil be paid as a unit No provi'^ion is made 
in the register for partial payments If then a basiness castomanly 
makes partial paj moots on its invoices it should not plan to u*o a 
voucher register but should use some other method that is more 
adaptable to the recording of partial pa>'mcnts 

If at the time an invoice IS received the management I no vs that 
It will bo paid in installments s<*veral vouchers ma> be prepared one 
for each installment If the decision to paj a voucher in installments 
IS made after the voucher js recorded the method vanes acco*"ding 

to whether the new entr> is to be made in the same month in which th»* 
V oucher was reco’^ded or in a later month If the change is to be made 
in the same month in which the voucher was recorded the vouch'^r 
andthecntr> in the voucher register ma> be canceled and two o'* mo^e 
new vouchc'^ mav be issued If the change is to be made after the 
amount of the voucher has been posted an entrj ma> be made m the 
general journal reversing the first entrj in the voucher registe- Two 
or more new vouchera ma> then be issued and recorded in the register 

VOUCHER SYSTEM The careful che^hng of th^* reco'xls used in 

CORRECTIONS jjjp ^Quehej- *^ 5 te'n wall not ehmmate CTors 

cntirel), but it should reduce them to a minimum- If an env’’ Is 
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discovered in the same month in Trhich a voucher iras recorded, the 
vouchei’ and the entrj’" in the register may be canceled and a new 
voudier may he issued. If the eiTor is discovered after the voucher 
registei* has been posted, the connection may be made by a journal 
entrj* reversmg the entry to be conected and the issuing of a new 
vouchei* for the conect amoimt. 


THE VOUCHER REGISTER The use of the vouchei* register proves vei*y 
NAL^ENTR^ convenient. Liabilities are recorded as soon 
SUBSIDIARY LEDGER as they are incmTed, an accoimts pai*able 
ledgei’ is not needed, and a gi*eat saving of labor in posting is effected 
through the use of the columns in the register. 

Each line of the vouchei* register may be considered as a separate 
account with a vouchei*. This account is credited when the voucher is 
recorded; it is debited when the voucher is indicated as paid. At any 
time, then, the vouchei* registei* wiU give the detail regai*ding the 
balance of the vouchei*s pajuble account. In this respect the voucher 
registei* is comparable to the accounts pajrable ledger, and it may be 
considei*ed as a subsidiai*y ledgei*. The enti*y of the date of paimient 
in the voucher registei* from the paid vouchei* is in the natm*e of a 
posting to a subsidiai*y ledger. 

The voucher itself is a business paper co-ordinating the activities 
of a number of specialized employees in a business organization. The 
vouchei*s, whicli ai-e numbered seiially, constitute a journal record of 
the obligations incmved and of the accounts to be charged. When the 
vouchei*s are filed in an unpaid vouchee's file, they provide a subsidiary 
ledger showing the amounts due at various times. ''iWien vouchem are 
placed in the file, they represent credits; when they ai*e removed from 
the file, they represent debits. Hence, vouchers themselves serve as 
business papers, a journal record, and. a ledger record. 

The vouchei* registei* is a record that facilitates the accumulation 
of summaries to be posted to the general ledger. As indicated in a 
preceding paragi*aph, the voucher register may be considered as a sub- 
sidiai*}- ledger of authoi*ized obligations, suppoiting the controlling 
account Vouchers Pai*able. 


THE VOUCHER SYSTEM The voucher system illustrates the adapta- 
manP^f^nt ^ bility of accounting procedure to new con- 

ditions in busine^ practice. As a well-defined 
sj'stem it proves of great use to financial management. Its adoption 
has restilted in the following advantages: 
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1 Information regarding tnrotcc^ lo be paid w furnu^hcd promptly 
Wlicn the pre\ailinR pncticeof •» bu'^mcss pro\id«>> for the p{i\mcnt of 
ewiJto’^ from fundN reconwl throoj.h the collection of account'? 
rectunblc the purchx<;e^ jounni and the accounts paj-able ledper 
pro\ide the neetled information When emphasis is placed on mectmi: 
the terms of paiment on all invoices and bills the \ouchcr system 
series the needs of the financial oflicer more e(Tcctucl> than do the 
purchase's journal and the accounts paiable leelpcr The disbursmp 
olficor IS more interested in knoinng when pajments should bo made 
than in knovsin^ to whom the amounts arc paj-ablc The loucher 
sjstem prouder a flexible record in fumishinR prompt information 
rejnnlin^ invoices and bills authorized for pajanent 

2 Visuiidcrs/nnduijs arc croidcd by /artng payments cover spcctfc 
inroicci In the interest of both the debtor and the creditor the 
voucher svstem provides that each check is-sued shall cover a specific 
invoice or a specific jjroup of invoices This practice provades for tne 
( Ls) identification of amounts chargo<l and amounts paid so that there 
( in bo aijrcemcnt rccarding the balance owed The pa> ment of round 
amounts to appl> on account is unsatibfactor> from the point of vaow 
of both the cre<Iitor and the debtor Discnmination amonR creditors 
bv debtors is cquallj unsatisfaetorj from both points of view The 
voucher svstem rep^o^ents a modification of accounting practice to 
fit improvfxl financial practices 

3 TJ e practice of taitng eaf/i discounts t-r facilitated The voucher 
svstem Ls parlicularh aseful in providing the neccssar> information 
for tho'se concerns that follow the practice of taking cash discounts 
As a matter of financial policj it is alwa>s leas costlj to borrow funds 
at a local bank in order to take advantage of cash discounts than to 
p( rmit such discounts to be neglected Under the v ouchtr r> stem each 
invoice can be approved promptl> and filed in the unpaid vouchers 
/tie under the fa>.t date when the discount can fac taken The unfiaid 
vouchers file provides an ordcrlj lest of all future obligatioas arranged 
according to the dates of pavment Uj taking the discounts the 
liusmess gets the maximum ii.se of its cash balance and at the same 
time provides a maximum return from available cash discounts 

4 Authori ation of future disbursements i» giren at the proper time 
The voucher sjstcm provides for the approval of expoase items at the 
time when such approv il can lie pven most intelligent!} The ade- 
quaev of a service purchased should bo determined at the time the 
service ls rendered rather than at a later date when pa}*ment is to be 
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made. If the sendee is satisfactorj% futm-e pa 5 ''ment should be au- 
thorized at once. Hence, no further investigation is necessai'y when 
the check is to be di'avm. 

Such advantages ai'e, however, accompanied by a lack of fle.xibility 
in the use of the register. lAdienever records with special columns are 
used, the procedm'e is necessarily rigid. It has ahead}’" been shown 
that a special jornmal does not allow so complete an explanation as the 
general jornmal. In the use of the voucher register the procedm'e is 
even more formal. This fact has been shoivn in the difficulties en- 
countered in maldng coirections and in handling pm’chases returns 
and allowances, notes payable, and partial pajmients. 


QUESTIONS 

1. (a) Fi'om the point of idew of the chief disbursing officer, which is 
usually of greater’ significance; the time when an amoimt payable will be 
due, or the pei'son or business to wliich payment is to be made? (b) Which 
of these two factors does the voucher' system stress? 

2. (a) Wffiich is the more flexible record; the general journal or the 
voucher register'? (b) Which is more closel}’" fitted to a recognized business 
practice? (c) Are your answers consistent? Explain. 

3. The special journals to be used in any given business ai'e determined 
by the frequency of occuri'ence of similar tr'ansactions. Does the same 
pr-inciple deter'niine tire special cohrmns to be used in the voucher register? 
Explain. 

4. (a) Is the voucher' register a book of or-iginal entr'j’"? (b) a summa- 
r'izing dexdce? (c) a ledger? Explain. 

5. Would the number' of mrrecorded transactions tend to be more or less 
under' the voucher' sj’stem? Explain 5 ’our' answer. 

6. (a) Which is the better time to airthorize a cash disbursement; at 
the time the disbursement is to be made or at the time the goods or the 
ser'\dces are received? (b) When is such authorization made under the 
voucher' sj'"stem? 

7. “The voucher' system is useful in assuring the taking of all purchases 
discoimts.” Is this statement true? 

S. Does the introduction of the voucher sj’stem prevent the use of a 
petty cash fund? Explain. 

9. (a) What char'acter'istics does the voucher registe' have that the 
sales and the cash receipts jounials do not have? (b) Is this true of the 
check register? 

10. What advantages of the voucher system would you explain to the 
tr'easur-er- of a corporation who is considering the use of tliis sj’-stem? 
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PROBLEMS 

1 GcorRo Gniskin, whoso accounw pa> able on Aujrust 31 were as follows, 
installed the \ouchcr sjstcm 


Aug 2S 

Herbert Thomas 

Merchandise 

2/10, n/30 

$300 

30 

Charles Ridwell 

Repairs 

n 30 

250 

31 

Dumont Co 

Merchandise 

2/10, n/30 

200 


$750 


Dunns the first week m September ho completed the folloinnE trans- 
actions 

Sepl 3 I’urchased merchandise from Herbert Thomas, $500, terms 2/10, 
n 30 

5 Rcceucd an invoice from Charles Bidv^cll for repairs, $50, terms 
n 30 

C Purchased machmerj from the Dumont Co, $1,000, terms 2/10 
n 30 

C l*su«l check No 314 to Herbert Thomas, $294 

7 Issued Check No 315 to Charles Didwcll, $250 

/nrfrucfions (1) Um a voucher rcKistcr Rilh the following; amount 
column headinss \ouchef3 ra>atlc Cr, Purchases Dr, Repairs Dr, and 
General I/xlgcr Dr U^c a chock recister with the followinp amount column 
headings Vouchers Pajahfc Dr, Purchases Discount Cr , and Second 
National BinV Cr 

(2) Moke in general journal form an entry as of September 1 tranafemnE 
the halanct of the accounts pa>ahle account to Vouchers ra>ab!e 

(3) Under the date of the original purchase, enter the unpaid vouchcni 
In the voucher register, then rule double lines across all the amount columns 
of the voucher register so that the amounts just recorded will not be included 
fn the columnar totals posted at the end of September 

(4) Fnter the transactions for September 3-7 inclusive 


2. The S 4. M Druggists use a voucher svaUm A!! bills arc paid ufion 
receipt of invoice or within the discount period Vouchers issued dunng 
Ma> and June for which the discount period had not expired on June 30 
were 


VoLCJirn 

No CoMPAVY Fon 

261 Rogers Compan> Merchandise 

301 &ia> £.T}ler Merchandise 


Date op 

IsvoiCB Tfrus Amoum 
M a> 6 n/eo $ 4.000 

June 24 2'20, n/30 6,600 


$10,500 


The following transactions were completed m Julj. The voucher* 
used were numlx;rc<l consecutivcl> from No 310 

Julj 1 Issued Cht-ck No 753 for $530 to Reeder Realtj Co in pajTrent of 
Jul> rent $300, utilities $50 (Charge utilities to Miscellaneous 
Office Expense ) 
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July 2. Issued Check No. 764 for $200 to establish a petty cash fund. 

3. Received an invoice for merchandise from the Oregon Products 
Company for $8,100, terms 1/30, n/60. 

4. Issued Check No. 755 to the Ohio Oil Company for gas, oil, and 
repairs. The tickets attached to the invoice indicate that delivery 
trucks used $175 and salesmen’s cars $75. 

6. Issued Check No. 756 for $78 to the L & Y Railroad Company in 
payment of freight on merchandise purchases. 

7. Gave Rogers Company a 15-day, 6% note for invoice due July 5, 

9. Received a credit memorandum for $500 from May & Tyler for 

merchandise returned to them and issued Check No. 757 pajdng 
new voucher. 

13. Received an invoice from the Western Company for $2,925, terms 
2/30, n/60. The invoice covered: merchandise, $2,500; store 
supplies, $100; office supplies, $150; and advertising circulars, $175. 

16. Issued Check No. 758 for $250 to National, Inc. as the down pay- 
ment on a new cash register. If the machine is satisfactory, the bal- 
ance of $1,000 will be paid in 30 days. (Store Equipment.) 

19. Received an invoice for merchandise from Abbott Laboratory for 
$425, terms 2/15, n/30. 

22. Issued Check No. 759 to Rogers Company for note and interest 
(see July 7). 

24. Received a credit memorandum for $100 from Oregon Products 
Company for merchandise returned to them. 

81. Issued Check No. 760 in payment of the monthly payroll as follows: 
Sales Salaries, $1,000; Delivery Salaries, $400; Office Salaries, $900. 

81. Issued Check No. 761 to reimburse the petty cash fund. The charges 
were distributed as follows: Store Supplies, $35; Miscellaneous 
Selling E.xpense, $40; Miscellaneous Delivery E.xpense, $15; Office 
Supplies, $25; Miscellaneous Office Expense, $8. 

81. A credit memorandum was received from Abbott Laboratory for 
$426. The invoice had been issued in error. 

Insimciions: (1) Prepare a voucher register and a check register like the 
ones illustrated on pages 276 and 279 of the text. Under date of the original 
purchase, enter the unpaid vouchers at June 30 in the voucher register; then 
rule double lines across all the amount columns of the voucher register so that 
the amounts just recorded will not be included in the columnar totals posted 
at the end of July. Record the July transactions in the voucher register and 
the check register. Record journal entries where required. 

(2) Total and rule the voucher register and the check register. 

(3) Post to the vouchers payable control account the June 30 balance 
($10,600) and the totals of the vouchers payable columns in the voucher 
registeV and the check register. Post to the purchases returns account the 
total of the returns shown in the vouchers payable column of the voucher 
register. Post journal entries to the voucher payable control account and to 
the purchases returns account. Prove the July 31 balance of the vouchers 
payable account by preparing a schedule of unpaid vouchers as shown by 
the voucher register. 
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ACCOUNTING FOR PAYROLLS 


THE HEED FOR 
PAYROLL RECORDS 


f flicient business oj)cntion requires adequate 
records covonnp the compensation of em 
pIo\t•e^ The workers must be paid at rtgular intcn*aU the exact 
am unis to which the\ bc-come entitled Federal hws require most 
emplo\ers to pa\ taxe» based upon wages and salanes and to act as 
agents in collecting other taxes Icnod upon the earnings of their 
emp!o\ces In all states man\ emplo\ers arc subject to state pa>Toll 
taxes In a few states the emploters must also be the agents in collect 
mg taxes le\ae<l upon the earnings of their emplo>ees All of these 
fcKleral and state taxes must l>e paid and detailed reports on presenbod 
forms must be submitted in accordance with the soxeral laws 

Not infrcquentK cmploxer. obligato them.'eUcs to make pa>roll 
diductions fo*- their emploxoes for such things as union dues insurance 
plaas md bond purchases The calculation of premiums for Worl 
men s Compensation Insurance which is carnwi h\ most cmplojcrs 
nctcNsitites the use of pajToll information The obligations imposed 
b\ law and the requirements of good business management demand 
ac urate and complete |ki\to 1I records 

The term trages ls usually used when remuner 
ation IS paid on an hourl> wcekl>, or piece* 
work basts If the compensation is on a monihlj or a >(arlj basis the 
Itmira/oryiscommonlj u.-ed TheworxLsmax lx. used inlerchangeablj 
Other forms of remuneration include commissions profit slianng and 
lx)nus<s Moncx ls not the onij form of compensation emplojers 
sometimes prondo such things as meals and lodging 

Business organizations maj f^*cure the sen,* 
ices of XTinous indixiduaLs without the Latter 
Ixm^ in the capacitx of emplojecs Public accountants ma> lx* 
engaged to audit the accounting records lawyers to pTitin? o'’ ixsaew 
icntracts or plumlx'rs to rtpar the water pipe's Tlies/ p^op’o are 
mdepond nt contractors nottmploxecs. Thc> choose their own means 
of accomplLshing the tasl^ thes are engaged to p^rfoTn Thf* paj ment 
for their viaaccs is not a part of the pajToll To quahfj as an cm 
p!o>ee a person must lx? unde- the dirc-ction of his cmplojcr Ix^th as 
to the worl or result to be accomplished and the mtans of Its accom 
plLshmen*^ 


FORMS OF 
COMPENSATION 


WHO IS AN 
CMFLOYCC 
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GROSS EARNINGS The gi’oss eamings of each employee for each 

pay period ai*e usually calculated by multi- 
plidng the time worked dming the period by the agi-eed rate pei' hour, 
week, month, or other imit of time. In some cases, gi-oss eamings are 
the product of the units of work completed times the rate per unit or 
piece. The gi'oss earnings of salespeople are sometimes calculated by 
multiphing their sales for the period by an agi'eed percentage. 

Tmekeeping. lA^ien compensation is based upon time, a record of 
the time worked by eacli employee is needed. IMaintaining such 
records is called timekeeping. Tlie records that ai-e compiled may be 
very simple or quite elaborate, depending upon the nature of the 
business and the number of emploi'ees. Sometimes such records are 
merely notations in a small memorandum book. In other cases the 
employees may be required to ‘‘‘sign in” and “sign out”' each day, 
noting the times of their animls and departures. i\Iany businesses 
use meclianical or electiic time clocks to compile this infoi-mation- 
TiTiile it may not be needed in order to calculate gi'oss eai-nings, other 
considerations sometimes make it necessary to keep a record of exactly 
what work the employees perform while on duti*. 

Wage Bates, Overtime. Wages and salaries must be paid at the rate 
agi'eed upon in eacli case. In most cases the rates must conform to the 
requirements of the Fedeial Fair Labor Standai-ds Act. This Act. 
conmionly knovai as the Wages and Homs Law, requires employers 
who are covered by the statute to pay 150 per cent (time and one half) 
of the regular rate for all houis worked in excess of 40 per week. Peisons 
holding executive, administotive. and cei-tain supendsoiy positions 
ai-e not covered by tliis prorfsion of the law. 

In many industiies the practice of parfng premium rates for over- 
time hours has been considerably extended. Certain overame hours 
may be paid at tivice the base rate. Work on Sundais and holidays 
may be paid oveidime rates regardless of the total number of hours 
worked during the week. It is a common practice for companies that 
work night .shifts to pay premium rates to those who work during these 
geneiully less desunble horns. 

Illustration. To illustrate the calculation of the gross eamings of an 
employee, assimie these facts: Charles Adams is employed by a 
company that pais him at the rate of an hour for the fust 40 hours 
each week, and ?1.50 an hour for all horns worked in excess of 40 a 
week. His time cai'd sliows that he worked S horns each, ^Monday 
through Thursday, 9 horns on Friday, and 5 horns on Saturday. His 
gross eai'nings would be calculated as follows: 
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Day 

Total 

Hours Worked 

STRAicirr 
Time Hours 

Monday 

8 

8 

Tu(**i<fa> 

6 

8 

Wednesday 

8 

8 

Thursday 

8 

8 

Fndaj 

9 

8 

Saturday 

S 



OvxnTiur. 

IIOL’RS 


1 

5 


46 40 C 

Regular hours 40X$1 00“S40 00 „ Regular pay 4CX$1»00"'$4G 00 
0\crtjme hours 6xilB0»»i 900 0\ertlme premium CX? SO — $ 3 00 
Total gro«s earnings —149 00 Total gross earnings —$49 00 


DEDUCTIONS FROM In most instances, the gross comings of a 

GROSS EARNINGS vvorkor are not the same as his take-home 

pav. The difTerence is due primarily to the taxes that the employer 
is required to withhold In addition to these, there may be various 
deductions authorized by the employee. 

Soaal Seevnty Taxes The requirements of the Federal lasurancc 
Contributions Act compel most employers to withhold a percentage of 
the gross earnings of each of their employees This is the employees’ 
share of the old-age and sumvors’ Insurance tat, often termed the 
old-age benefits tax This tax, a part of the federal program to provide 
old-age insunnee. mu.st bo withheld by ovor>’ employer who Is covered 
by the law. Certain tj^ies of cmplojincnt are exempted. The rate of 
the tax and the amount of the salaiy on which it is based may l>c 
changed at any time by the Congress. At the present time the rate is 
1 per cent of the first $3,000 paid each employee in each calendar year* 
Although the amount of the tax may be changed at any time, such a 
change will not affect the accounting principles or the method of 
recording the transactions. 

The taxes the employer do<luctK must be sent to the government 
in the month following each calendar quarter, together with a report 
showing the name and the social security numl>er of each employee 
and the gross amount paid to each employee. Evcr>’ employee covered 
by the Liw must register and secure a social security numl)er and cartl. 

A few states require emplojers to withhold from the cmpIo>ecs' 
pay contributions to their state uncmpIo>*ment in.suranco funds and 
periodically to remit these contributions to the state government. 
These taxes arc in addition to the unemployment iasurance contribu- 
tions required of employers. The latter will be considered at another 
point in the chapter. 
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Federal Income Tax Withholding. Employei*s are required to viith- 
hold a poiiion of the gi'oss earnings of their emploj^ees for federal 
income tax purposes. This applies to idrtuallj’- all gi'ades and t 5 Tpes of 
employees. The amomit to be withheld depends upon gi'oss earnings 
and the number of exemptions to which the employee is entitled. 
Exemptions are allowed for himself, certain dependents, and, in some 
cases, because of old age and blindness. Workers inform their em- 
ployer of then* status in this respect by submitting exemption certifi- 
cates. 

The amount of the tax to be ndthheld from the gross earnings of 
each emplo 3 ’'ee is calculated by taking into accoimt tlie amount of his 
earnings, the length of the pay period, the number of exemptions 
claimed, and the tax rates ciuTentl}' in force, hlan}* emploj’ers find it 
expedient to consult withholding tables prepared by the govemment. 
Prom a table for the appropriate paj^' period (daily, w^eeldj*, biweekl}', 
semi-monthly, monthly, etc.) the amomit of tax to be withheld can 
be found for any amount of earnings and any number of exemptions. 

It is customary for tlie employer to fm-nish a statement of with- 
holdings to the employee with each paycheck or paj’’ envelope. Pay- 
cliecks with detachable stubs are widely used. The pay period, the 
gross earnings, and the various deductions are shown. The employee 
removes the stub before cashing the clieck. An illustration of this foim 
of paycheck is shown below: 



The federal income taxes, wiiich the employer has actually withheld 
from wnges paid, must be paid to the Collector of Internal Revenue 
within a montli after the close of each calendar quarter. The paiment 
must be accompanied by a statement on a prescribed form of the 
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social security tax. Assume that he is employed in a state that does not 
require employee contributions to its rmemplojunent insurance pro- 
gi'am. Assume fmi;her that he claims two exemptions for tax pm-poses. 
Reference to the income tax ^rithholding table for a weekly pajTolI 
period discloses that earnings of $49, uith two exemptions claimed, 
require a withholding of $3.60. The company has an agi'eement irith 
the employees’ rmion to deduct weekly union dues of 25 cents. The 
employee has autliorized the company to withhold $1.25 each w^eek to 
purchase United States Sa^ings Bonds for him. At tlie end of each 
15 W'eelcs, they pm'chase a bond in his name and send it to him. He 
also has authorized a deduction of $1 from his pay each w^eek for five 
w^eelvs to be given to the local Community Chest. The amount of his 
paycheck will be calculated as follow^s: 


Gross Earnings (as caicuiated) $49.00 

Deductions: 

Federal Old-Age Benefit Tax $ .49 

Federal Income Tax Withheld 3.60 

Union Dues .25 

Bond 1.25 

Community Chest 1.00 


Total Deductions 6.59 


Amount of Paycheck (take-home pay) $42 . 41 


THE PAYROLL A payroll is a list of employees showing their 

earnings for a stated period together with 
other relevant irrformation. There are a wide variety of arTangements 
and forms of pajToll pages, though all show^ essentially the same in- 
formation. A short but tjqrical w^eekly pawoll is illustrated on pages 
294 and 295. 

There ar^e several points that should be especiall}' noted in this 
illustr-ation. The heading of the page mrrst show* the exact period 
covered. The paw’oll illustr-ated covers all of the employees of a 
business for one w’eek. If it W'ere necessar-j* or desiruble to have a 
separate pajToll for each of sever-al departments, each page worrld 
indicate the department to wirich it related. In the illustr-ation, the 
emploj*ees are listed alphabetically. They could be listed by their 
time clock or badge numbers. Sometimes the social secmity number 
of the wmrker appear-s on the pajn-oll beside his name. 

The columns headed “Daily Time” are self-explanatory. This 
information would be secured from either a time-clock record or a 
record kept by some employee whose duties included the timekeeping 
frmctron. It is to be noted that the total hom-s worked are sorted 
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between regular and o\crlime hour? In this illastration all hours in 
excess of 40 a week ciirr) the overtime (time and one-half) rate It 
should be noted that there is no record of the hour, worked b> Joseph 
Rsher He is paid at the rate of SICK) a week, irrespective of the hours 
workwl It would Ik rt*a.sonable to assume that he has an administra- 
tive or supervxsorj position — perhaps manager 

The Tax Hsempt Darnings column is for memorandum purposes 
onl> As soon as the earnings of the emploj w hav t rt'Othi'd (X)0 each 
)(ar, there is no further deduction for the old-age benefit tax, although 
income lax is still withhold The information regarding the jcsir-to- 
dale earnings of each emplojce is asuall> secured from the emploi/ee’s 
cnnitriQS record, which is illastrated and discassod htcr in the chapter. 
It isobvioas that lhegros,i earnings of Joseph Fisher and Peter Johnson 
hav c equaled or exceeded $3 000 this j car Ik fore the beginning of the 
paj wetk in question Accordjngl>, no old age l>enefit tax is deducted. 
The total of the F 0 A B Tax column is erjual to 1 per cent of the 
total of the Total Darnings column Itss the total of the Tax Exempt 
Earnings column 

The Deductions columns are ?eIf-cxplanator> , with the exception 
of the Other column This column is ased to show an> withholdings 
for which no special column is provided In the illustration, the column 
records withholdings for Communitj Che-.t donations (marled “CC ') 
and a deduction of $S CO from the paj of Peter Johrwon on an account 
receivable (marled “AR') Mr. Johnson owes the compan) mon'>> 
for goods he has purchased and has authorized pa>7ncnt in this manner 
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ROLL 

October30. 1948 




DEDUCTIONS 

PAID 

ACCOUNTS CHARGED 


EXEMPT 

■■1 

FEDERAL 










EARNINGS 


INCOME 

UNION 




NET 

CHECK 

SALES 

onncE 

TOTAL 


TAX 

TAX 

DUES 

BOND 

OTHER 


AMOUNT 

NO. 

SALARIES 

SALARIES 




WITHHELD 









49.00 


.49 

3.60 

.25 

1.25 

GC 1.00 

6.59 

42.41 

13S6 

49.00 


44.00 


.44 

2 SO 

.25 


CC 1.00 

4.49 

39.51 

13S7 

44.00 


46.00 


.46 

3.10 

.25 


CC 1 00 

4. SI 

41.19 

13SS 

46.00 


29.90 


30 

2.60 

.25 



3.15 

26.75 

13S9 

29 90 


100.00 

100.00 


9 60 


3.75 

CC 2 00 

15.35 

S4.65 

1390 


100.00 

S2.S0 

S2.S0 


10 50 

.25 

3.75 

S.60 

23.10 

59.70 

1391 


S2.S0 

55.00 


.55 

4.50 

.25 



5.30 

49.70 

1392 

55.00 


42.90 


.43 

2.50 

.25 



3. IS 

39.72 

1393 

42.90 


55.20 


.55 

4.50 

.25 



5 30 

49.90 

1394 

55.20 


42.00 


42 

4.40 

25 



5 07 

36.93 

1395 


42.00 

546. SO 

1S2.S0 

3.64 

4S.10 

2 25 

S 75 

13.60 

76.34 

— 

470.46 


322 00 

224. SO 


Payroll 

Wlien a journal entny is prepared to record the pajTolI, the total of this 
Other colmmi must be sorted and classified so that the proper accoxmts 
will be a'edited. (See the jornmal entry on page 296.) 

Total Eai'iiings less Total Deductions equals the Net Amount Paid. 
The Check Number colunm is used to provide a cross-reference to the 
cash pajmients record. 

The last two colunms of the pajToll illustrated ai^e used to sort the 
gi'oss earnings of the employees into the amounts to be chai'ged to the 
\mrious salary or wage expense accoimts. Tlfis process or function is 
usually termed paiiroll d istribKlion. If the company has a veiy extensive 
accomit classification of labor expense, it may be necessaiy to use a 
sepaiute page or pajToll distribution sheet to analyze the cliarges from 
each pajToU. On this slieet will be a list of the emploj'ees and their 
gi'oss earnings, followed by as many columns as there are wage and 
salaiy accoimts. The earnings of each worker will be extended into the 
proper column. The colunm totals will show the amounts to be debited 
to the imrious accomits. Such a sheet was not needed in connection 
with the pajToll illustrated since only two accounts received all of the 
cliarges. 

A great imiieti’ of procedures may be followed in the preparation 
of pajTolls. All of the information ma 5 ' be entered by hand, or there 
may be special machines employed. Many large concerns use punched 
card sj-stems. The information is punched in a tjTie of code onto 
i*arious small cards. Tliese cards are put into intricate machines that 
sort and classify them. The machines may automatically print the 
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IWNToll. Sometimes they prepare the paychecks at the same time. 
Tliere are many m'X'hanicai aids to pa>'mfl preparation It should lx* 
kept In mind. ho.^e\cr. that aJI procedures and simple or 

mlneate. have the same purpose: to compile and rmjnl the neces.'arj' 
information. 


ENTtRINC THE 
PAYROLL IM 
THE ACCOUNTS 


The jourrial entr>' to record the pajToU 
illustrated on the preceding pape^ would be 
as follows 


Oct. 30 SaU-i SalanM 32- 00 

OfTicc Salaries 224 gO 


Federal Old-ARc Iknilit Tax Payable 

3 C4 

Federal Ineome Tax Withheld 

4S 10 

Union Dues Payable 

2 25 

Emjiioyt-Ci Bond Deductions 

8 75 

Communily Chest Donations 1‘ayabte 

5 00 

Accounts lU-ceival>l« 

8 CO 

Arcrutd Payroll 

4T0 4C 


To record pa>roU (or wteL onded 
Oclol/or TO. 19(8 


It should bo mentioned that not al) accountants would make the 
Rcneral journal entn shown above. The payroll iLsclf can l>o treated 
as a journal and the totals of its columns, except those u.sed for memo- 
randum and miscellaneous purposes, can Ik* posted directly to the 
ledtrer accounts If this (s done, the Other Derluctlons column would 
have to Ik* sorted and summarized so that the proper accounts would 
l)C ef(*<lited. 

\Miile direct [KistinK of the pajToIl is often oxperfient, it is usually 
preftrable to prepare a (general journal entrj’ of the typo illustrated. 
Sometimes the data rekatinR to all of the pay jjoriods that ended during 
the month are combined to prcjarc one summary’ fjeneral journal 
tntrv’. 

The payroh sherts arc mia)}y hied tn chronrdopca} order. They 
are often kept in binders so as to I>ocomo a pajToll liook - sometimes 
called the yfiyroU Ttyxfier. Under the socbl Mcurily l.a\v, jiavToll 
recortk mast U* retainetJ for a period of four years 


RECORDING PAYMENT Worktrs are U-sually paid by chwk. A com- 
pany with comparatively few employees will 
probably draw the checLs on its rejpilar bank account and record them 
in the check repster. It is desirable to havT a ^jx-cjal column in that 
journal for thU purpose. The tntries to record the payment of tlie 
amounts due the employees in the ca.se of the jiayroll illastraUd on 
pages 20 i and 293 would appear as follow's: 
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CHECK REGISTER 



DATE 

NAME OF PAYEE 

CHECK 

NO. 

POST, 

REF, 

GENCRAU 

UET^GER 

DR. 

ACCOUNTS 

PAYABLE 

DR. 

ACCRUE 

PAYROL 

DR. 

D 

L 

PURCHASES 

DISCOUNT 

CR. 

FIRST 

NAT L. BANK 
CR. 



194S 

















Oct. 

30 

Charles Adams 

13S6 






42 

41 



42 

41 




30 

William Brown 

13S7 






39 

51 



39 

51 




30 

JIarv Clark 

13SS 






41 

19 



41 

19 




30 

Robert Davis 

13S9 






26 

to 



26 

/o 




30 

.Joseph Fisher 

1390 






S4 

65 



S4 

65 




30 

Peter .Tohnson 

1391 






59 

70 



59 

70 




30 

.Tohn Montiromcrv 

1392 






49 

70 



49 

70 




30 

James Smith 

1393 






39 

72 



39 

72 




30 

Ralph Thicker 

1394 






49 

90 



49 

90 




30 

Virginia IMlson 

1395 






36 

93 



36 

93 



Check Register Showing Payroll Checks 


PAYROLL BANK If a business has a large number of employees, 

VO^HeL^g likely to use a special pajToll bank 

THE PAYROLL account. Only paychecks are drawn against 

this fund. Just before the paychechs are issued, one check in the 
exact ainoimt of the total net pawoll is di-a\ni on the general bank 
account in favor of the pajToll account and is deposited in the latter 
account. This means that there will be but one entiy in the check 
register for each pay period. 

This procediu'e relieves the executives who must sign all regular 
checks from the task of signing the paycheclcs. That duty ^viIi probably 
fall to the paymaster. Large organizations vith many emplo3"ees often 
have their pajmhecks signed bj* some mechanical means. 

If the business uses a voucher sj'stem to control its cash disbiu’se- 
ments, a vouclier must be prepared each time mone^* is tiansfereed 
from the general bank accomit to the payroll bank account. There 
would not be a separate vouclier for each pajnheck. 

On pages 303 to 307 an example is presented that illustrates, among 
other things, the use of the vouclier si'stem in connection vith painoll 
accomiting. Some of the entiles shown in the example are in sumniarj* 
form. It should be noted, however, that when the voucher sj'stem is 
used, there are three steps and tlius three entiles required for each 
regulai- pajToll (not including the eventual disposition of the pajToll 
deductions). First the paiToll is prepared and recorded. This gives 
rise to a credit to the accimed pajToll account in the amount of the 
total net pa^* of the workera. Next a voucher for the latter amount is 
prepai*ed and recorded in the voucher register. This transforms 
Acci'ued PajToll into 'i'ouchers Paj-able. Finalh' a record of the pa,v- 
nient of the voucher is made in the check register. 



t98 


ACCOU^niNG PRINCIPLES 


la 17 


When the \*anous taxes and liabilities resulting from pa>Toll deduc* 
tons are to be paid, indinduali-ouchers mil bo prepan^ Those «jl) 
be paid by checks drawn on the general bank account 

EMPLOYEE'S Most businesses find it necessarj to keep a 

EARNINGS RECORD rccord of thc oamings, time uorked, deduc- 
tions, etc,, for each cmplo>ee Such records are needed 

(1) In thc prcparntion of returns *nd nporta required under both the 
Federal and thc state social veunty laws 

(2) In the preparation of returns submitted to the Federal Treasurj 
Department coneermne cammjrs and income tax withholdmes 


SmR>r Johnwm I rtff 
IG llm 

\ M»rn"l \umf<ro/ 

IfMale •‘ncle> I t'Tiptmm I 

Ofrurwuon Itfjnkkr-prr 


CMI*LOYEE^ 


ItiiM- MkmUlil 


r r>i*y Mnnth 


TOTAt 


— 






' 



•MOUWf 

\ 









a 

1 

JUL 31 


to 

to 

1 So 

T2 on 





Jai 31 


to 

to 

1 H) 

72 (10 




fi 

Itt 7 


to 

in 

1 V) 

*2 00 




7 

ItK It 


to 

1) 

1 Ml 

“2 m 




h 

Irl 21 


tG 

tn 

1 Ml 

72 f») 

c 

S 70 



Itb 2S 


to 

41 

1 Ml 

72 (t) 




10 

Mkf 0 


to 

in 

1 Ml 

'i tn 




it 

Mir n 


to 

m 

1 Mi 

72 (in 




r,! 

Mir 


t2 

to 

1 Ml 

72 in 

2 

2 70 


n 

Mir 


tl 

to 

1 Ml 

72 cn 

t 

2 70 

10 M) 

Q-artw Ti uf 


J'-.. 

tn 


75) 00 

12 


32 to 

1 

tpr 1 


If 

tn 

I Ml 

7-J fri 

I 

2 Tfl 

10 Ml 


Apr 10 


<2 

40 

1 Ml 

72 on 


2 "0 

to 


Apr 17 


to 

10 

1 Ml 

72 tn 




4 

tpr 21 


in 

to 

1 Ml 

72 fn 





11 

Dre 11 


to 

to 

1 HI 





r.‘ 

IW IS 


to 

to 

1 Ml 





13 

I>e 25 


10 

to 

IMI 

r 2 in 




Qwt^r Total 


510 

520 


030 m 

20 


51 00 

ToIaI 


2017 

r-T) 


a 2 S to 

57 

i 151 'O 


rmployec'* K^rnint* 














Ch.17] 


ACCOUNTING FOR PAYROLLS 


299 


(3) In the preparation of statements for each employee showing earnings 
and withholdings. 

(4) To determine when the earnings of the employee reach 33,000 each 
year. 

(5) In cases of disputes concerning earnings, withholdings, and paychecks, 
or in the event of retroactive pay adjustments. 

(6) In cases where questions arise in connection with the Wages and 
Hours Law. 

(7) To determine the rights of the employee in regard to bonuses, t'acation 
pay, sick leave, and retirement or pension allowances. 

(S) For use in making ^-arious statistical studies and anal\-ses. 

EARNINGS RECORD 


Soe. Sec, Xo. 524-0 5-49 6S 
Date Eiiplot'ed Jaa. 19, 194S 
Age SO 

Date Becomes 65 .Tam 4. 19S3 


Qock Xo. 103 
Dept, or 

Place of OSce 
Work 


Equivalent Hour Rate 61.S0 


DEDUCTIOVS PMD j 


TOTAL 

F.CXA.SL 

tax 

rsiSRU. 

rvcovs 

TAX 

uvtos 

&UES 


OTKSR 

TCTAL 




72.00 

.72 

9.KI 

.25 



9.97 

62 03 

503 

72-00 

72.1\T 

.72 

9.00 

.25 



9.97 

62 03 

521 

144-00 

72.00 

.72 

9.00 

25 


i 9.97 

62 03 

532 

216 OO 

72.00 

— O 

■,1m. 

9.1X1 

25 


9.97 

62.03 

54o 

2SS.OO 

SS.20 

.35 

11.40 

.25 


12.53 

i5.6« 

559 

376.20 

72.00 


9.00 

.25 


9.97 

62 03 

571 

4^5.20 

72.00 


9.00 

.25 


j 9.97 

62.03 

5SS 

5X0.20 

72.00 

mSt 

9.00 



i 0^97 

62 03 

595 

592.20 

i f .40 


9.&0 




10.62 

66.75 


65?.c^0 

S2.S0 

,S3 

10 50 




11.55 

71.22 

621 

752.40 

752.40 

B1 

94.50 

2.50 



104.52 

647-SS 

i 

. [ 


,So 

10.50 

25 



11. 5S 

71.22 

5S5 

535 21 

*7,40 

, t f 

9.00 

25 \ 


10.62 

63. .5 

645 

912.61 

72.00 

.72 

9.00 

25 


9.97 

62.03 

650 

954.61 

72.00 

. * »■ 

9.00 

25 

S 75 


IS. 72 

55.25 

672 

1.053.69 


72.00 


9.00 

.25 

3.75 


59.00 

1469 

3.537.90 

?2.00 


9.00 

.25 

3.75 


59.00 

1451 

3,61?. 90 

r2.(» 


9.00 

.25 

3.75 

■Hull 

59.00 

1495 

3.651.90 

9.10.00 

3.20 

123.60 

S,25 

4S-75 

S.60 1 157.40 

&12.60 

5 

\ 



462-50 

12.25 

135-00 

S.60 1 645.15 

3,033.75 * 


Record for a Year 
































300 


ACCOUNTING PRlNOPLES 


10.17 


The form of these records varies, but all t>TX^ show essentially the 
.same information. A tiiiical employee's caminps rcconl is shown on 
paces 29S and 299. The information required is .•secured either from the 
pa>Tolls or from the cards, memos, or records that are use<l to prepare 
the payrolls. A feature of many of the commercial pajToll sj'stcm.s, 
which u.«e special forms and often special-purpose machines, Ls an 
arrangement whereby information can be entered on the payroll sheets 
and on the employees' eaminjjs records .simultaneously. Sometimes 
the paychecks are made out in the same operation. 

EMPLOYERS* The payroll taxes previoasly dLscus.sed were 

PAYROLL TAXES imposoil upon the employeas. The employer 

wa.s concerned "ith them l)ccaase it was his oblijjation, under the law.s, 
to withhold them from the workers’ pay and to remit them to the 
fjovemment. The taxes to bo dlscu-ssed in the foJlowjn;! section.s are 
borne by employers' 

f'airral OJd-Age Vcuc/il Tax. Employers also arc requircxl to con- 
tribute to the old-ace in.surancc phase of the federal social security 
pro;,'ram Their contribution is exactly the same a.s that required of 
employees: 1 per cent of the rtoss eaminKs jiaid to each employee up 
to ?-1,000 each year. The tj-pes of exempt employment arc the same. 
The taxes mast be paid at the .same time that the portion withheld 
from the employees is remitted. Each quarterly report or return 
covers the contributions of both employer and employee. 

Federal Uiieviploiiment Compensation Tax. Unemployment in- 
surance is a major feature of (he national .social security program. Its 
purposes are il) to give some relief to tho.so who l;ecome unemployed 
as a result of economic forces outside of their control and (2) to en- 
courage full cmplojTnent. To finance the admini.stration of the pro- 
gram. all employers covered by the law arc subject to a federal tax of 
3 per cent on the first $3,000 paid to even,- affected employee during a 
calendar year, less a credit of up to 90 per cent of this amount for 
unemployment compensation taxes paid by the employer under state 
laws. When an employer is subject to a tax of 2.7 per cent or more 
under state unemployment lopslation, the fctleral tax rate paid is .3 
of 1 per cent. Xo part of the federal unemployment compensation 
tax is levied on the employee. 

The nurnlxT of employers covered by this federal law Is not .so 
large as under the old-age and survivors* insumnce.seclion of the social 
security program. Only cmploj-ers of risht or more persons are .subject 
to the federal unemplo>*ment compensation law and tax. Some t^qy^s 
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of employment are not included. The exempted types are generally 
the same as those under the old-age and sm^vivors’ insm’ance progi’am. 
It should be noted that these statements apply to the federal law. The 
state laws vary as to requirements and coverage. 

Each employer subject to the federal law must file a retm-n and 
pay the tax within a month after the end of the calendar year. 

State Unemployment Compensation Tax. The amounts raised by the 
federal tax discussed in the preceding section are given to the states 
to administer their unemployment compensation plans. Money paid 
to unemployed persons who qualify for benefits comes from the state 
tax levied upon the employers, based upon the earnings of employees. 
A very few states require employee contiibutions. The various state 
laws differ with rcspect to the types of covered employment and the 
number of workers an employer must have before the tax is applicable. 
In no case is the required number of workers gi’eater than eight; in 
several states it is one. 

The state taxes all have the same base: the first $3,000 paid to each 
covered employee on account of his earnings in that state. The tax 
rates are not uniform among the states. In general, however, they 
range up to 2.7 per cent. In a few states the upper limit is higher. 
Most of the states have merit-rating plans under which employers who 
provide steady employment for their workem and have a low tmnover 
of employees earn a rating that reduces the tax rate. The state laws 
vary with respect to the type and the number of reports or returns 
that the employers must file. In general, employers must file a tax 
return and pay their tax in the month follovdng each calendar quarter. 
In the illustrations that follow it will be assumed that the state tax 
rate is 2.7 per cent, that no contribution is required of employees, and 
that the employers’ taxes must be remitted quarterly. 


EMPLOYER’S SOCIAL It has already been noted that the emploj’-ees’ 
TH^^AC^UNTS^ share of the old-age insurance tax is accumu- 

lated in a liability account during each 
quarter, to be reduced at the end of the quarter when the tax is re- 
mitted to the government. The record of the employer’s share of the 
social security taxes should be made at the same time that the record 
is made of the pajToll to which they relate. The liability of the em- 
ployer for old-age insurance tax may be recorded in the account 
Federal Old-Age Benefit Tax Payable that is already credited vdth 
the employees’ tax. In addition, it is necessary to have accounts with 
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Federal Urcmplojmcnt Tix ri\'ablc and State Unemplo\m(nt Tax 
Rji-able in «hich to record the^ tax Inbiljtres 

There IS a dilTeranco of opinion as to the accounts that should be 
debiteti fo- the amount of the emplo>ers taxes Some accountants 
charjre them on;rmall\ to the wage and salarv accounts, since the taxes 
ha%e such a direct relation to the gross cammgs Manj accountants 
char^ the taxes to an account entitled Social Sccunt) Taxes At the 
end of the period this account can be closed into the ixage and salar\ 
accounts or its balance ma> l>e closed directl> to the profit and loss 
summary account 

The entrj to record the cmplo>ers social secuntj taxes on the 
('?5}G SO $1S2 60- subject to tax on the payroU illustrated 
on pages 291 and 295 uould lie as follows 


Oct 30 Social Sccunt) Taxci 14 56 

Federal Old Ace Benefit Tax I’aj able 3 64 

S-atc UncmplojTTcnt Tax ra>al !e 9 63 

Federal UncTnpIo>ment Tax I a>ab!e 1 09 


To record cmpfo>cr a social Bccuni) taxes 
on tl e taxable proas famines of emplo>ce8 
for (he week ended October 30 1948 

Some accountants would prefer to combine the entrj abo\o with 
the cntr> phown on page 29G In this wa> all charges and liabilities 
relating to the pajToll would bo recorded in one cnlr^ 

The federal old age benefit tax (both the cmploxers and the 
emplovces shire) and the state uncmplo>ment compensation tax 
must be paid within a month after the cJo'O of each calendar quarter 
The federal unemplo>Tncnt compensation tax must bo piid no later 
than Januarj 31 of the next jear Social Eocuntj taxes, as well as 
income taxes withheld relate to wages paid during a particular quarter 
or >car 

It IS to bo expected that the x-anous social sccunt> tax and income 
tax rates maj change It is not impossible that the requirements as to 
the time of filing and the form of reports maj be altcr^ It ts highl> 
unlikel), howexcr, that either the social Kocuntv program or the 
federal per^nal income tax — including the withholding feature — 
will ever be abandoned These t\o tilings appear to be permanent 
features of the c-conomic system 


PAYROLL ADJUST* If the end of a fiscal period do<^ not coinadc 
THE riS^AL^ERlQ^D “ payroll ptnod it will 

ncccssaij to make an entry to record the 
darges and the credits that relate to the earnings dunng the current 
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incomplete pay period. Not onij’’ should the accraed ivages and 
salaides be taken into account, but the entiy should include the em- 
ployer’s social secmity taxes connected with those earnings. 

For example, suppose that it is December 31, the end of the fiscal 
period. The last weeldy pay period ended December 28. Investigation 
and analysis disclose that, since that date, office salaiies in the amount 
of $100 and sales salaries in the amount of $200 have been earned. In 
no case has the salaiy of aiy employee yet reached $3,000. The entry 
to adjust would be as follov^: 


Dec. 31 Office Salaries 100.00 

Sales Salaries 200.00 

Social Security Taxes 12.00 

Federal Old-Age Benefit Tax Payable 6.00 

State Unemployment Tax Payable 8.10 

Federal Unemployment Tax Payable .90 

Accrued Pa^uoll 297 . 00 


To record salary and social security tax 
accruals for the period December 29-31. 

In order not to distm'b or disnipt the usual procedm*e that is 
followed and the customary entiies that are made at the close of each 
regular pay period, a revei'sing entn’- should be made as of January 1, 
with the debits and the credits in the adjusting entiy exactly revereed. 

It should be pointed out that the accounts before adjusting ma}’ 
already reflect the accmed wages and othei’ liabilities of the last 
completed pay period. It is possible tliat the last regular pa 5 Toll has 
been completed and recorded but not yet vouchered and paid. 'The 
entrj' above, however, records the charges and the liabilities relating 
to tlie current incomplete paj' period. 

ACCOUNTING FOR Tlie example that follows is presented to 
PAYROLL ILLUSTRATED several of the featm'es of pa 3 ToU 

accounting that have been discussed in the preceding pages. 

The Acme Companj^ began business on Monda}-, December 2. It 
formallj’- closes its boolcs on December 31. The work week consists of 
five daj^, and a pa^Toll is prepared for each week. Each 'Tuesday- the 
paj^cliecks coveiing the earnings for the week ended tlie preceding 
Fi'ida}’- ai'e distributed. The companj^ utilizes a special payroll bank 
accomit and uses tlie voucher sj-stem. 

The companj’- and all of its eniploj*ees are covered by both Fedei-al 
and state social security laivs. The state unemplojmient compensation 
tax rate is 2.7 per cent. ' 

Fi'oni hlondaj^ Decembei’ 2, to Fiiday, December 27, there were 
fom' full weeklj’ paj* periods. A summarj’’ of these pajTolls is as follows: 
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On December 13, 20, and 27 similar entries were made to record the 
pajTolls and the employer’s taxes for those weeks. 

At the end of each pa}'’ week, a voucher in the net amoimt of the 
week’s payi’oll was prepared and recorded in the voucher register. The 
payee shown on each voucher and on the check that paid it was rayi’oll 
Bank Account. The checks dravm to pay these vouchers were recorded 
in the check register. They were deposited in the pajToll account each 
week, and the paychecks themselves were dravm against these deposits. 
The entiles for all four pajTolls would appear as follows in the voucher 
register and the check register: 


VOUCHER REGISTER 


DATE 

VCHR. 

NO. 

NAME 

FOR 

PAID 

VOUCHERS 

PAYABLE 

CR. 

i 

ACCRUED 
PAYROLL 1 

DR. 1 

DATE 

CHECK 

NO. 

II 

9 

13 

Payroll Bank .\cct. 

PajToll 12/6 

12-10 

113 

1,137 

1 

00 

1 

1,137 

00 1 


16 

2S 

Payroll Bank .A.cct. 

Payroll 12/13 

12-17 

I 

1 

12S 1 

1,226 

00 

1,226 

00 I 


23 

64 

Payroll Bank .4oct. 

Payroll 12/20 

12-24 

164 

1,315 

00 

1,315 

00 1 

1 


30 

106 

Payroll Bank Acct. 

Payroll 12/27 

12-31 

206 

1,137 

00 

1,137 

00 


Voucher Register Showing Payroll Entries 


CHECK REGISTER 



NAME OF PAYEE 

CHECK 

NO. 

VCHR. 

NO. 

VOUCHERS 

PAYABLE 

DR, 

PURCHASES 

DISCOUNT 

CR 

FIRST 

NAT’L. BANK 
CR. 





r 

i 

I 

il 

10 

Payroll Bank .A.cct. 

113 

13 

1,137 

00 



1,137 

00 

17 

Payroll Bank Acct. 

12S 

2S 

1,226 

00 



1,226 

00 

24 

P.ayroll Bank .\cct. 

164 

64 

1,315 

00 



1,315 

00 

31 

PajToll B.ank .\cot. 

206 

106 

1,137 

00 



1,137 

00 


Check Register Showing Payroll Entries 
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On December 31 the accounts must bo adjusted to n?nect sahrj* 
and tax accruals for the two TvorkinR da\-s ance the end of the last 
complete pay week. The Reneral journal entry- to accomplish this 
would be as follow-s. Xote that the entry includes the employer's 
social security taxes. 


D«. 31 OFiccrs Salanca 200 00 

Sales Salanen 210 00 

OfTlce Salanes 00 00 

Social Socunti Taxes 20 00 

Federal Old-Age Benefit Tax Pa>able 10 00 

State Unemploj ment Tax Pa\ab!e 13.60 

Federal Unemployment Tax Payable 1.50 

Accrued PajToll 495 00 


To record salaries and eocial security 
taxes accrued for December 30 and 31 

As of Decemlior 31 the salary and the social security tax expense 
accounts would bo closed to the profit and loss summary account by 
the following conorol journal entry 


Dec 31 Profit and Lcks Summary C,240 00 

OfTiccrs Salaries 2,200 00 

Sales Salanes 2,010 00 

OfTice Salanes 800 00 

Social Secunty Taxes 240 00 


To close the salary and social secu- 
nty tax accounts 

It should lx? noted that, in place of the foreffoinR cntiy, the social 
security taxes account could have been closed to the salary accounts 
in the proper proportions, and these accounts in turn could have been 
closed to Profit and Loss Summary. 

Tlie adjiLstinf^ entry- of December 31 should lx? reversed after the 
income and the expeaso accounts are clostxl By this meaas the ledger 
accounts will be left in such a condition that the next re^lar i)a>To!l 
can be recorded in the custcmaiy- fashion without rej^ard to the fact 
that the pay period overlaps Uso fiscal periods. This reversing entry’ 
would be as follows: 


Jan 1 Federal Old-Age Benefit Tax Payable 10 00 

State Unemploy ment Tax Payable 13 50 

Federal Uncmploy-r"ent Tax Payable 1 50 

Accrued Payroll 405 00 

OlTiccrj Salaries 200.00 

Sales Salanes 210 00 

OfT.ce Salaries 90 00 

Social Secunty Taxes 20 00 


To re% c^e the entry that recorded aalary 
and social security tax accruals as of 
December 31. 
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Since a calendar quarter lias ended, even though- this company 
has not been in business that long, the fedeiul old-age benefit tax and 
the state unemplojunent tax are due by the end of the month. For the 
same reason the federal income tax withheld must be remitted to the 
Collector of Internal Revenue. (If tliis were any but the last month 
in the quarter, the amount of income tax withheld would have to be 
paid to a government depositary vdthin fifteen daj^ since the witlihold- 
ings were in excess of $100.) The federal unemployment tax is also due, 
smce a calendar j-ear has ended. The premiums ivithheld for the 
employees group insmance ai-e assumed to be due at the end of each 
montli. The company must prepai-e the proper retm-ns to accompanj- 
tlie pajmients in eacli case. A voucher would be prepai-ed to cover each 
disbursement and would be recorded m the voucher register. A recoixi 
would be made in the check register when the checks are drawn. These 
entiles would appear as follows: 



Voucher and Check Registers Sho\ving Entries for Liabilities 
Arising from Payrolls 
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It •should l>^ ro*o(I th-it the «v>\cnl rcmittnnrcs fo- taxes rep-e^nt 
the imount of taxes npphc'ible to the alines actunllx paid during the 
penrKi jU5t cndc-d Thf \-anous taxes applicable to the Falancs accru^xi 
on DecrmJKr 'll mil l'>e mclufhxl in the pajmentx that mil bo niade at 
the time the next rejndar returns an? filed 


SIMPLIFIED PAYROLL jp the preceding illastration it uns a.s.umed 
EMPLOYEES nature and the size of the ba-^mess 

made the asi' of a toucher s>stcm cxpe<hent 
It was also a.s.sume<l that the numlxr of emploj cos ttn-s larj’e enouph to 
warrant the preparation of foTnal patTolh and the use of a special 
pQ>To!l kani account Man> small businesses do not need such elak) 
rate records and procedures 

For example as.ume the followinn A business has but three 
omploseos who are paid on a monthlj btsw on the last da> of each 
m jnth Th( \ are paid b\ rc'ajlar business thecLs drawn on the rc^ailar 
kinl^ account and lh( ir ctoss earning are all chari,cd to the one account 
Sahnes The toucher sj stem is not used 

In such a situation it is not likelj that a formal patTolI would k 
pTn^ired At the end of each month reference to pntaous rcconls O'- 
inftjrmal notatioas will protade the information for the calculation of 
the KTCKs (amines of each pervjn Similar wurces will protade all 
neces.-art data for the determination of the amount of income tax to 
be withheld m each case It is almost a certamtj that sornt form of 
(-ammo’s record will Ik* kept for carh emp]o>ee as eten the Hmallf^* 
businesses need this rec( r<i to pnnide the information neces.ar> fo” 
the pnjianuon of the tanou> tax rcturas and statements Referenef 
to this rc-conl wall diseJoae whether (arh employee has jet rfachofJ the 
$*000 limit Other notatioas will proxide information il;out an\ 
other dcduf.ttoas 

from such information a check is prtpared for each person on the 
last dax of the month I'e^Lir choc! forms are u'od The fay nc^l 
the pross earnings and the dMuctioas can Ix nolwi on the checks 
ihemseh (^s or on a pmall <lip cl pape*- to l>e clipiKxl to the checl hoirh 
check IS reco-aif-d indixaduallj as t>hown in the eah paxm^nts jmmal 
on pa^e 300 The ;?ros.s amount o' the salanr-s js “boAm in the ilanes 
Dr column, the income tax and olia^t Ixncfit withholdings are 
showTi in the (TTC-dit columns proMded fo" this purjiosc and the ret 
amount of each check ls i^hown m the First N’ationa! Bank Cr 
column 
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CASH PAYMENTS 


JOURNAL 

D^TE 

PAVEE 

FDR 

CHECK 

K*0 



i 

> SAUU^IES 

1 DR. 

FSDEJtAl. \ 
IVCOVE ij 
TAX ' 

\MTK- 

KEUS 

cs? 

TAX 

PAYASL.E 

CR. 

PtJRCHASES 

DISCOUNT 
CR. f 

FIRST , 

KAT-L. 

BANK 

CR 

Ma\‘ 

31 

31 

D. M. 

Ruth Gordon 
L. Rohcfrt^ 

1 1 1 

54T 

54S 

549 



: r 

, S50 00 

22C 00 
ii SOO CK> 

li ' 1 

24 90 i 

1 ’ 

o oO 1 

3 W , 

i 

i i 

1 1 
i ! 

1 

311(10 , 
19'2iS^0 

k* 


A genera] joimial entiy is needed ro record rhe liability for the 
employer's shai'e of the federal old-age benefit tax. In the present 
illustration there vrould be no federal unemployment insmance tax 
since there are less than eight employees. In some states, the employers 
of less than eight peisons are subject to a state imemploimient insur- 
ance tax. It is assiuned thar such is not the case in the present illustra- 
tion. Accoixiingly the entay needed is as follows: 

May 31 Social Security Tax S.70 

Federal Old-Age Benefit Tax Payable . S.70 

To record employer's social security- rax on 
the taxable gross earnings of employees for 
the month of May. 

Inasmuch as the salaries were paid on a monthly basis on the last 
day of the month, there is no salary accraal to record. lAhen tax 
retm-ns are prepared and checks are drawn in patmient of the yarious 
taxes, tlie recoiri of patnuent would be made in the cash payments 
journal as debits to rhe rax liability accounts. 

This simplified pi-oceduiT can be used in many siruations thar may 
be a little more complicated than rhe one illustrated. For example, 
weekly payrolls can be similarly handled, though this will give rise to 
end-of-the-month general joiunal entries to I'ecoi'd salaries and tax 
accruals. Such entiies would be reversed as of the first of the next 
month. Sometimes formal payrolls are prepared, but only for the 
pmpose of facilitating the preparation of the paychecks themselves. 
Tlie first joiunal record is made in the cash payments journal as 
illustrated. 


QUESTIONS 

1. Peter Smith, who rends a blast furnace at a sreel mill, is called a 
"wage earner." Oliver Jones, who works as an accounranr for the same 
company, is called a “salaiied employee." Apart from the fact that the 
nature of the work they perform is ver\' diuerent, why are rhe two men 
referred to in these different wax's? 



3tO ACCOUNTING PRINOPLES ICK 17 

2. The X Company pays tjroc-and-one-half rates for all hours worked in 
excess of 40 per «cek. Work on Sunday ts paid "double time," but such 
hours are not counted in fi;turins ordinary overtime One emploj ec, whoso 
rctrular rate is $1.50 an hour, worked 4 houreon Sunday, 8 hours each day 
Monday through Thurs«lay, 9 hours on Friday, and C hours on Saturday. 
Calculate his gross earnings for the week 

3. Suppose that an cmplojce authonzed the withholding from his pay 
of any amounts due for goods purchaso<l from the company In recording 
the paiToll, what account would be crc<lite<l for such deductions? 

4. What are the general features and tax rates of the unemplojTncnt 
insurance system of jour state’ Are employees required to contnbute? 

5. Arc the emploj cr's soaal secuntj taxes always 4% of the gross 
oammgs of each emploj ce’ Kxplain 

C If the pajToll illustrated on pages 291 and 295 was to be treated as a 
special journal, which of the monci column totals would not be posted? 
Why? 

7. (a) What are the advantages of using a speaal pajToIl bank account? 
(b) Is fuch a procedure facilitated by also emplojing the voucher system? 
Why’ 

fl. Explain how it is possible to have a credit baJana* in the accrued 
pajTol! account at the end of the penod bf/ore any adju.stmonts have lioen 
recorded 

9. Why should the entry that ts mafle at the end of the ftscal period to 
adjust for earnings during the current incomplete pay period lie reversed 
at the start of the new fiscal period’ 

10. Randolph Adams works for a company that closes its books and 
prepares complete statements at the end of each month. To and including 
August 29, the end of the last full pay penod, he has camwl $2,990. On 
August 30 and 31 he earned $30 As.suming full social security tax cover- 
age, what entry would the company make to record the wage and the 
social secunty tax accrual with respect to Adams? 


PROBLEMS 

1. The Supen'or Company has tight employees in its plant. They arc 
paid on an hourly bxsis and receive time-and-a-half pay for all hours 
worked in excess of 40 a week. The record of time w’orked for the week 
ending Saturday, October IG, is shown below, together with other relevant 
in/ormat/on; 
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Employee 

PL.A.NT 

Dept. 

M 

Hours Worked 
T W Th F 

S 

Strught 
Time per 
Hour 

Bond 

Deduction 

Paid by 
Check 

A 

2 

S 

8 

8 

8 

8 

4 

$1.20 

$ 

618 

B 

o 

0 

0 

0 

8 

8 

4 

1.20 


619 

C 

1 

S 

8 

8 

8 

8 

1 

1.50 

1.25 

620 

D 

2 

S 

8 

8 

8 

8 

4 

1.20 

1.25 

621 

E 

1 

8 

8 

8 

0 

0 

0 

1.50 


622 

F 

2 

S 

8 

0 

8 

8 

4 

1.20 


623 

G 

1 

S 

8 

8 

8 

8 

0 

1.50 

3.75 

624 

H 

1 

S 

0 

8 

8 

S 

0 

1.50 


625 


Assume a federal income tux witliliolding of 10% for each emplo 3 'ee. 
Union dues of 50 cents wei'e deducted for each emploj'ee. 

G had been paid ?2,9S0 (gross before deductions) during the j'ear up 
to and including the paj'clieck for the week pre^ious. G had received 
$3,100 prior to the present week. 

The state unemplojmient tax rate is 2.7%. 

Instniclions: (1) Prepare a paj-roll similar to that illustrated on pages 294 
and 295. Distribute the charges between Departments 1 and 2. 

(2) Prepare a general journal entry to record the pajToll for the week. 
Include the employer’s social securitj* taxes in the entry. 

(3) The company* uses a voucher sj-stem. Give the entries in general 
journal form to record the vouchering and the payment of the pajToll. 

2. The Value Sales Compani' began business on Januarj- 2. All emploj*ees 
are paid once a month. Thet* receive their paychecks on the fourth dai* 
of eacli month for their sendees during the preceding month. A summar\- 
of the pajTolls for the fu'st six months is as follows; 



APMINISTR.\Tn-E 

S.AL.\KIES 

S.iLES 

S.y..\RiES 

.\ND 

COXMISSIONS 

F.O.A.B. 

T-VX 

Withheld 

Federal 

Income 

T.\x 

Withheld 

Net 

Amount 

P.UD 

January 

$500 

$300 

$ s 

$ 75 

$ 717 

February 

500 

600 

11 

95 

994 

Alarch 

500 

500 

10 

90 

900 

April 

500 

600 

11 

95 

994 

May 

500 

600 

11 

95 

994 

June 

500 

700 

12 

100 

1,088 


The payroll voucliers were prepared and the employees were paid on 
the fourth day of each month. On April 20, payments of the proper 
amoimts due in each case were made to the various governmental agencies. 
The company* and all the employees are subject to all the social security 
taxes. The state xmemploymeirt compensation tax rate is 2.7%. The 
company uses the vouclier system. 
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Jnf'Tv(*xon$ (1) Prepare the entries in ccneral journal fonn to rccotl 
m order 

(a) The pa\7o!Is, ircJudtrc the ernplo^ere eocia! aecuntj taaca, 
Male on!) quarterly aummanzing cntnes as of l^larch 31 and 
June SO 

(b) The ^aje pajrrenta during the first eix rronlhs. ^laVe oilj 
quarlcrlj aummanzing entries as of March 31 and June 30 

(c) The pa> rents in April of the \anoua taxes 

(2) Open T accounts for the following Accrued Payroll, Fedc-al 
Old Age Bereft Tax Pajable Slate Uremplo>renl Tax Pa^able, Federal 
Cfremj toj rent Tax fajable and Federal fncoire Tax "nithheld Post to 
tl accounts 

3) Dnefl> explain what the credit balance as of June SO m each T account 
rep’CKnts Uhen will each of the^ habjlilies next be reduced and by what 
arrount’ 

4 If the company were to do«c its booTj at the end of each month or 
each quarter would anj adjusting cntnes lie needed with regard to salanes’ 
FxpJa n 

3 The Melrose M holesale Compan> cmplojs eight people Four recote 
straight weeM} salaries and four are em/Jojed on an bourI> basis vntb 
ttmt'-and a half pa> for ant hours m excess of 40 a w eel The follotnng 
tabu fhov, a the name and the number of the cmplo> ccs, the clas. ification 
of salaries the hours worked the rate of pa>, and the income txix with 
holding for the week ended April 20 


ISCOMf 



CHAPTER XVIII 

ACCOUNTING FOR TAXES 


TAXES AND Accounting and taxes ai’e related in two 

ACCOUNTING respects: (1) Any taxes connected ^^dtll the 

property and the operations of a business must be properly recorded 
in the accounts and reported in the financial statements. (2) The 
amount of the liability for many taxes is determined from infonnation 
supplied bj'’ the accomiting records. Outstanding examples of this 
tj^je are income taxes, payi’oll taxes, and sales taxes. 

NATURE OF TAXES A tax is a requu’ed contiibution to tlie sup- 
port of a government or a governmental 
agency. Most taxes ai’e le^ded in accordance with what is termed the 
"ability to pay” principle. There usually is no relationship between 
the amount a taxpayer must contribute and the benefits he receives. 

As the scope of governmental acthdties has expanded, the need 
for revenue has grovm. The result is that there are taxes imposed at 
almost every step in the economic acti^dty of the nation. There are 
taxes imposed upon the ovmership of property and other taxes con- 
nected with its pm'chase and sale or exchange. There ai’e taxes on the 
processing and manufactm'e of certain products. The income of 
indi^nduals, estates, trusts, and corporations is taxed. The transfer 
of property by gift and at death is taxed. 

The particular taxes vdth which eacli business undei-taldng is 
concerned depend, in pai't, upon the location of the business, the 
form of its organization, the natma of its operations, and the tj^pes 
of property it uses. There are fom* tjqjes of taxes, however, that 
affect almost every business. These are (1) income taxes, (2) property 
taxes, (3) sales taxes, and (4) pajToll taxes. Pa 5 Toll taxes were dis- 
cussed in the preceding cliapter. Income, property, and sales taxes 
vnll be ti'eated in this chapter. Since the subject of coi-porations is 
not introduced until Chapter XXI, the discussion of income taxes 
is hei-e limited to a survej’' of the principal featm-es of the federal tax 
on the income of individuals. 


FEDERAL TAX ON The Sixteenth Amendment to the Federal 
INDIV^DUALS^*^ Constitution (i-atified in 1913) gave Congi'ess 

the power to tax incomes. Since that time, 
a succession of laws has been passed imposing taxes on the incomes 
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of indiWduals, estates, tnists, and corporations. The tax on the in- 
come of individuals is the larpst rinslc source of revenue for the 
federal government. Each year some fift>' million persons must file 
income tax returns Most of them have to pay some tax. ColIectivTly, 
they contribute billions of dollars to the federal treasury'. 

CROSS INCOME An income tax return must be filed by every 

person whose grofs income for the taxable 
\car is m excess of the minimum amount stated in the law. All in- 
come mast be reported, with the exception of certain tj'pcs that the 
law specifically exempts. Following is a table showing the principal 
Items that mast be reported as well as those that may bo omitted- 

EXAMPLE.S OF Income That 
Must Be RrroRTro 
WaRM, salaner, bonusc-a, and com- 
missions 

Tira and craiuities for sorMCcs ren- 
dered 

Dividends and interest 
Industrial, civil service, and other 
peruiioRs, and endowments (an- 
nuiliM may be partial!) exempt; 

Rents and ro) allies 
Profits from a busines.s or a pro- 
fcNsion 

Profit from the sale of real estate. 

secuntics, and other property. 

The taxpa>tr’s share of partnership 
profits 

The taxpa>er's share of estate or 
Inut income 
Contest pnres 

BUSINESS INCOME It u important to note that the income of a 
basiness, as such, is not taxed unless the 
business is organized as a corporation. In that ca.se, the income is 
subject to the corporation income tax. 

An unincorporated business is considered as a separate entity for 
accounting purposes, but the business and its owner are not separate 
under the income'tax law. The profit or the loss of a sole proprietorship 
is reported in the personal income tax return of the proprietor. Basiness 
partnerships must file special income tax returns, but they pay no 


Examples of Income That 
Kepd Not Be Reported 
Pensions and disability compensation 
u> war veterans and their families 
Federal and stale social secunt) 
benefits 

Gifts, inheritances, and bequests 
Workmens' compensation, insurance, 
damages, etc . for bodily Injury or 
sickness 

Life insurance proceeds paid upon 
death 

Interest on state and municipal bonds 
and on certain federal bonds Issued 
before March 1, 1941. 
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income tax; instead, each pai*tnei' must report his share of the profit 
or the loss of tlie firm in his personal income tax return. It makes no 
diffei'ence whetliei* a proprietor or a partner has withdrawn all, part, 
or none of tlie profit. He must report his d isfrihidive shai'e of the income 
of the business: the amoimt actuallv distilbuted is of no consequence. 

The individual income tax retmn forms provided by the govern- 
ment have spaces in wliich the taxpayer can show the income and the 
expenses of his business and his shai'e of any pai'tnei'ship profits or 
losses. 


DEDUCTIONS FROM The amount of the tax each individual must 
GROSS INCOME depends upon the amount of his gixiss in- 

come, the deductions he may take, the numbei' of exemptions to which 
he is entitled, and the tax rates cun-ently in force. The deductions 
allowed by the law are of two tj-pes: (1) deductions to determine 
what is called adjusted gross mcome and (2) j>ersonal deductions. The 
category* in wliich the deduction is allowed makes a difierence, because 
it is jiennissible to use a so-called optional standard deduction instead 
of taking the peisonal deductions. This sometimes serves to reduce the 
tax. 


The fiirt class of deductions includes ordinary and necessary ex- 
penses dii'ectly connected with the taxpayer's business or profession. 
Cost of sales, salailes and wages, employer’s social security taxes, 
propeity taxes, depreciation, utilities, insurance, advertising, and 
inteiest on business indebtedness are examples of this rt^pe of deduc- 
tion. Costs and expenses of this type are itemized and deducted in 
aiding at the amoimt of net profit or loss from the taxpayers busi- 
ness or profession. Ceivain other expenses incmred in connection with 
income-producing actirtties of the taxpayer are also included in this 
group. 

A taxpayei* may have some expenses that are only pardally de- 
ductible as business expemes. For example, a sales agent may use his 
car two thii-ds of the time for business purposes. That portion of all 
his car expenses — gas, oil, gi'ease, repairs, taxes, insurance, deprecia- 
tion, etc, — is a legitimate deduction in computing adjusted gross 
income. Employees may deduct travel expenses incurred while aicau 
from home in connecrion uith their work: but they must include any 
reimbursement of these expenses in their gross income. Gross income 
less this firet class of deductions equals adjusted gross income. 

The most important items in the second class of deductions are 
as follows: 
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Contnbutions to religious, chantab’e, educational, scientific, or literary 
organjratlons if tl)p> are not orsanired for profit or for the purpose 
of influencing legislation The deduction is limited to 15 per cent of 
adjusted gross Income. 

Interest. 

Property taxes. 

State income taxes 

State or local rttail sales taxes. 

Auto license fees 

Poll taxes 

State gasoline taxes in most states The federal excise taxes on lux- 
uries, the emplojoo‘8 federal old-age benefit tax, and federal income 
taxes are the principal ijpos of taxes that ma> not be deducted. 

Konbusiness los.ses (not covered b> insurance) artsing from fire, storm, 
shipwrwk, or other c3suaU> or from theft 

Medical, dental, and hospital expenses in excess of 6 per cent of ad- 
justed gros.s income 

If the total of these do<luction.s is not so largo as the optional 
standarrl deduction, the taxpayer may use the latter. It amounts to 
10 percent of adjustetl gross income or $1,000, whichever Is the smaller. 

Adjastod gross income less personal deductions (or the optional 
standard deduction) equals nef income. 

EXEMPTIONS As one means of adjasting the burden of 

taxation to the economic responsibilities of 
the taxpayora, the law allous certain exemption crc<lits. In recent 
jears the value of each exemption has been $C00, though it is not 
unlikely th.st this amount may be changed. Each larpaj'cr may 
have one exemption for himself. He may have another exemption 
for his spoa«e if she has no income and is not the dependent of another. 
If hu-sband and wfe file a joint return (a return covering the income 
of both), they may take two excmption.s A taxpayer may lake one 
exemption for each dependent. A dependent Is a person (1) relateil 
to the taxpayer (generally not distant relatives), (2) having gross 
income of less than $o00, and (3) recehing over one half his support 
during the year from the taxpayer. 

Beginning with 1918, a taxpayer and his spouse may each claim 
an extra exemption for hlindnes.s, and another if he or .she Is over Cj 
years of age. Thas, if both a taxpayer and his wife are over Cj and 
both are blind, they may take a total of six exemptions. The extra 
cxemption.s for blindness and old age do not apply to dependents. 

The amount of income to which the tax rates apply' Is net income 
I(^s the sum of the exemption credits. 

Gross income, deductions, and exemptions may be summarized as 
follows; 
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Gross income — business deduc- 
tions 

Adjusted gross income — personal 
deductions (or an optional stand- 
ard deduction) 

Net income — exemption credits 


= adiusted gross income 


net income 

amount to wbicb tax rates 
are applied 


For the convenience of tavpayei's vho have adjusted gi’oss incomes 
of less tlian $5,000 and vho do not \rant to itemize them peisonal 
deductions, the government has prepai'ed tax tables that provide for 
optional standard deductions. The table shovrs the tax for am* amount 
of adjusted gi'oss income (up to $5,000) for anj* number of exemptions. 


ACCRUAL AND 
CASH BASIS 


For tax pm'poses, income may be calculated 
on either tlie occruaJ basis or the cash basis 
except where inventories ai'e involved. In that case an accrual basis 
is mandatoiy as to inventories: that is, beginning and ending in- 
ventories must be taken into consideration in computing cost of 
goods sold. "Wdieii tlie aca'ual method or basis is used, income is 
included in the period in whicli it is earned and expenses are deducted 
in the peiiod in which thej* are incmred. Entirely apai-t from tax 
considerations, this method is considerad to be the proper way of 
calculating the peiiodic income of most business enteiprises. 

"Wdien the cash basis is used, income is recognized in the period 
m which it is received and expenses are taken in the period in which 
they are paid. On tliis basis the receipt of income may be either actual 
or constnictive. Constructive receipt means that the income was 
aT*ailable to tlie taxpayer tliough not yet collected. Interest credited 
to the taxpayer's savings accoimt is an example. A taxpayer using 
tlie cash basis cannot deduct the entii'e cost of long-lived assets in 
the yeai- of pinchase but may, instead, take a deduction for deprecia- 
tion each year. 

The cash basis is used by most indix-iduals. ^Tien a taxpayer’s 
entire income is from such tilings as wages, salaiies, dixidends, and 
interest, this basis is simpler and is generally satisfactoix*. A tax- 
payer may not slnft from one basis to the other without official per- 
mission. 


CAPITAL GAINS In nearly eveiw case a taxpayer must include 

AND LOSSES jjjg taxable income all gains he has realized 

upon tlie sale (and, often, the exchange) of any of his property. It 
does not niattei* whethei’ tlie property has been used in his trade or 
business or for some other pmpose. A gain on the sale of the tax- 
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pajers por^onal rt^idonce or car must be included Losses from the 
rale of business propertj or propertj that ivas used jn connection \nth 
some profit-sccLing \onture are usuall> deductible Losses from the 
rales and the exchange of other propert> are not generallj recognized 
The amount of the gams or the fosses from the sale of what arc 
legalh defined as capital assets are subject to special treatment The 
law slates that a capital asset is an> proport> owned bj a taxpa>cr 
ercept 

1) The property that constitutes the stock in trade of the taxpayer 
(2) Depreciable property used in the taxpa>cr s trade or business 
31 I an I and other real propert> used in the taxpa> cr s trade or business 
(4) Non interest bearing covernment obligations issued on s discount 
basis and matunns within one >car 

Shares of stock bonds and bnd in the possession of most tax 
pajers arc important examples of capital assets Gams and losses 
from their sale arc classified as lietwoen lovg term and short term 
capital gains and losses The distinction rests on the length of time 
the assets were owned For soteraj jeare the dividing line has been 
81 X months It is not impossible that this maj bo changed Until 
that occurs a short term capital gam or loss is considered to aase 
from the sale of capital xssets hold for not more than six months A 
holding ponod m excess of six months gives nse to a long term capital 
gain or loss 

Onlv 30 per cent of long term capita] gains and losses arc taken 
into account for tax purposes but 100 per cent of short term capital 
gains and losses arc recognized There is a limit upon the amount of 
anj vet capital loss that maj be deductwl each jear An> such losses 
in excess of the limit maj be earned forward and possibly absorbe<l 
in the next five jears WTule a taxpajers personal residence falls 
within the definition of a capital asset it is onlj so treated in the 
event of a gam upon its rale or exchange there is no deduction per 
mitted in the event of a loss 

The maximum tax on long term capital gams is 50 per cent of 
the gam recognized in other words 23 per cent of the entire capital 
gain \\Ticne\er the combined normal tax and surtax on an> portion 
of the taxpajers income ls in excess of 30 per cent he should tak»’ 
advantage of thLs provxsion in computing the tax on anj long term 
capital gam 

INCOME TAX RATES The taxable net income of each mdivadual 
IS subject to both a normal tax and a eurfax 
At one time these rates applied to different bases in almost evco 
case Certain tj-pcs of income were subject to the surtax on!> This 
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is still tnie, but to a reiy limited extent. At the present time all of 
tlie net income of most taxpayers is subject to both taxes. For that 
reason the govei'nment piwides combined no rm al tax and surtax 
rate schedules to meet tlie needs of the majority* of taxpayers. 

A major cliaiacteristic of the income tax rates is their progressive 
natm'e. The rates ai'e established on a bracketed basis: successive 
segments of income ai'e subject to ina'easing percentages of tax. 
Following is a short table of hj'pothetical lates. presented in a form 
that illusbates tlie progi'essive feature: 

First S2,000 of taxable iucome subject to a rate of 17 fj. 

Next $2,000 of taxable income subject to a rate of 19 fl-;. 

Next $2,000 of taxable income subject to a rate of 23*^. 

Next $2,000 of taxable income subject to a rate of 27 9c- 

Next $2,000 of taxable income subject to a rate of 329c. 

Etc. 

At these assumed rates, the tax on an income of $-3,000 (net after 
all deductions and exemption credits) would be as follows: 

$2,000 at It'F = $340 

$1,000 at 19<y = 190 

Total $530 


The schedule of rates is frequently changed by Congress, but the 
progi-essive cliaracteristic is a pei*manent feature of the income tax 
system. The progi'essive featm-e, similai* to the exemption previsions, 
is a practical application of the “ability to pay’’ principle. 

Beginning with 194S, husbands and wives who file joint retmns 
(including all of the income, deductions, and exemptions of both) 
can calculate their tax as twice the amount of the tax on one half of 
their combined net income. This may result in a considerable tax 
saving. It should be apparent tliat the tax on a $10,000 income is 
considerably more than the sum of the taxes on two incomes of $5,000 
eacli. This provision was enacted to give all married taxpayers the 
same tax advantage as that pretiously enjoyed by married residents 
of tlie few states that have conmmnity property laws. 

TAX RETURNS; Every individual who has a gross income in 

PAYMENT excess of the minimum stated in the law 

must file a tax return. This is true even though he may not have to 
pay any tax. The first rime a taxpayer who keeps records files a return, 
he may choose any twelve-month period ending on the last day of a 
month for his fiscal year. l\Iost individual taxpayere choose the calen- 
dar year. The period chosen cannot be changed without permission 
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from the poiemment A taxpa>cr who keeps no records must file on a 
calendar jear basis The return must bo filed within two and one- 
hill months after the end of the laxpajcr's fiscal >car An> balance 
due must be paid at that time A ta\pa>cr whose income has been 
subject to tax withholdinR or who has been making paiTnenls on his 
estimated tax ma\ find ho has no more to pi\, but he must file a 
finil return He maj discover that his tax has been overpaid In 
that case, he ma> either ask for a refund or instruct the government 
to appl> the credit against his tax liabilit> for the next jear 

In 1913 the tax law was changed to put individual taxpajers on 
a ‘pav -as-v ou-go basis The manner in which cmplojcrs must with 
hold the tax from wages paid to their omplojecs was discussed in 
Chapter W II Anj taxpajer whose income is not subject to with- 
holding or onlj partiall} so or a person whose income is fairlv large 
even if it is subject to withholding) must file a Dcelaralton of Esti- 
mated Tax dunng the ^ oar and must make pajTncnts on his anticipated 
tax liability The hw sets forth the conditions that make this nee- 
t*s.sarv There is provision for installment pajments in most cases 
Owners of basincsse^s, professional people taxpayers with salaries 
over certain minimum amounts and persons with investment incomes 
must follow this procedure The> must, of course, file a final return 
at the proper time and pa) an) balance due or indicate the disposition 
of an) ovcrpavincnt 


INDIVIDUAL INCOME To illustrate the determination of the income 
iuSsTRAno*' ^ individual taxpa)er, the following 

facts are assumed 

Reed owns and operates a drugstore He also owns an 
apartment house in a nearbj town He is married and has three 
children Neither Mrs Reed nor the children have anv income 
Mr and Mrs Rood are under 65 >ears of age and neither is blind 
Mr Reed s income for the >e3r was as follows 


Net profit from bu«inc« o»ued $20,000 

{Sales »erc $110,000 cost of sales $CT 000, and other tx 
penses of the business, including selling expeases adminb- 
tratue expenses deprecialjon of building furniture and 
delivery equipment, interest on rotes pa>ab!e taxes on 
business propertj, and payroll taxes v.c'n $2C 000 ) 

Net income from apartment house 2 000 

(Rents totaled $4 000 Taxes msurarre repairs and ex- 
penses of trips to looV after the prope'tj wem $1,100 The 
original cost of the building was $10 000 and the estimated 
depreciation was $900 ) 
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Interest on bank deposits $ 400 

Dmdends received 500 

Profit on sale of land 4,000 

(Land was sold for SIO.OOO: it had been purchased several 
years before for $12,000.1 

Insiu-ance proceeds received 10,000 

(Policy was on life of taxpayer’s mother who died during 
the year.l 

His pei'sonal expenses during the year were as follows: 

Interest pajTuents on personal loans . . S 700 

Property taxes on residence 200 

Federal income raxes paid during year on Declaration of 

Estimated Tax filed ea.rlj' in year 4.000 

State income taxes paid 100 

Contributions to church, Communiiy Chest, Red Cross. Boy 
Scouts of America . . 700 

Fire loss at home 500 

(Damage amounted to $3,000: insurance companv paid 
$2,500.) 

Family medical expenses , 400 

Other personal and family expenses 12.000 

j\Ir. Reed ttill report the following income, deductions, and ci'edits: 

Income 

Gross income less deductions for adjusted gross income: 

Net profit from business $20,000 

Net income from apartment house 2,000 

Interest on bank deposits ... 400 

Di\ddends received 500 

Profit from sale of land (.50(7- oi capital gain of $4,000). 2,000 

Adjusted gross income $24,900 

PersonaJ Deductions 

Interest on personal loams $700 

Property taxes on residence 200 

State income taxes paid 100 

Contributions 700 

Fire loss 500 

Total 2.200 

Net income $22,700 

Less: 5 exemptions at $600 each 3.000 

Net income subject to tax rates $19,700 
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U'ing the hjTwthctical rates shouii on page 319, the tax liability 
ivould be calculated as folloi's 


Ket Incorre 8ubj«t to tax laa *bo\c) 


$19,700 

One half of this amount . • 


$ 9,850 


$2,000 at n^c 

$3-10 


2.000 at 1 9^7 

380 


2.000 at 23<> 



2.000 at 27^f 

510 


1 850 at 32^7 

392 

$ 2,312 

Total tax (2 x $2,312) 


$ 4.C2^ 

Thy /«imr>c >far baseti on Declaration of Estimated 


Tax 


4.000 


Balance flue (to accompanj final joint return) 


S C2i 


So\cra! points should be notctl in this illastralion The fir&t is 
that the items of income are showti net of the deductions for adjusted 
gross income On the tax return both the grow income and the deduc- 
tions would appear in the proper schedules Since the sale of the land 
resulted in a long-term capital gain, onl> 50 per cent of the profit 
IS taken into account In order to be certain that he was not pajing 
more than necossar>*, Mr Reed would calculate his tax by the so- 
called “alternative method” wherein the liability is calculated on the 
not income minus an> net long-term capital gam To the amount 
of this partial tax, 50 per cent of the recognized net long-term gain is 
added (50 per cent of $2,000 in this case ) Calculated in this manner, 
Mr Rcetl's tax would be $-J, 98-1 Since the regular computation gives 
the lower tax, it is the one that is used 

The insurance proceeds from the policy on Mr. Reed's deceased 
mother are not income Since the contnbutions were not in excess 
of 15 per cent of the adjasted gross income, they are fully deductible. 
Only mc'dical and dental expenses in excess of 5 per cent of adjasted 
gross income mn> be deducted This limit was not reached in this 
case. Personal and family expeases are not deductible. Since the 
optional standani d»xiuction cannot exceed $1,000, Mr. Reed reduces 
his tax by itemizing hLs personal deductions 

The Reed-s have a much smaller tax as a result of filing a joint 
return than they would if they filed Feparale returns. It should lx* 
noted that the amount of the tax Is cxactiv twice thf> tax on one half 
of the net incomf* subject to the tax rates. 
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INCOME TAX Most individuals do not find it necessary 

RECORDS formal journals and ledgers relating 

to their personal financial affairs. It is apparent, however, that each 
taxpayer should keep records that are sufficient to enable him to 
prepare his tax returns. It is wise to keep a copy of all returns sub- 
mitted. A record of all tax withholdings and payments should be 
retained. The burden of proof as to the accuracy of income tax calcula- 
tions and the payments that have been made is upon the taxpayer. 

Since the income of unincorporated businesses, as such, is not 
taxed, it is not usual to find any account for income tax expense in 
their ledgers. It is reasonable to consider that at least part of the 
tax should be charged to the operations of the business if its profit is 
a cause of some or all of the tax the owner must pay. It is very dif- 
ficult, however, to apportion income taxes because of the progressive 
nature of such taxes and the fact that their calculation involves the 
various personal factors that have been discussed. If the owner should 
pay his tax by checks drawn on the business bank account, the trans- 
actions are recorded simply as personal withdrawals by the proprietor. 


NATURE OF Property taxes are a principal source of 

PROPERTY TAXES revenue for local governmental units. Coun- 
ties, cities, and school districts, for example, secure most, and in 
some cases all, of their funds by imposing taxes upon the owners of 
property. Some state governments tax property. 


Types 0/ Property. In law, all property is either real property or 
personal property. Real property, also called realty or real estate, in- 
cludes land and anything permanently attached to the land. Build- 
ings, trees, fences, sewers, sidewallcs, and other improvements to 
land come within the definition of real property. Personal property, also 
termed personalty, includes everjdhing else capable of being ovmed. 


Assessed Value. Property taxes are based upon the assessed value 
of the property, which is determined by the tax assessor. The assessed 
value is generally much less than the fair market value of the property. 
The assessor will usually decide upon the assessed value of real es- 
tate without reference to any accounting records that the oumer 
may have. Personal property may also be appraised by an assessor, 
or the property ower may declare his property and state its value. 
In the latter case, the accounting records of the owner may be helpful. 


Tax Rates. A governmental unit determines its tax rate each year 
by dividing the total amount of money to be raised from the tax 
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bi the assessed ^*alue of all of the proport> within its jurisdiction 
Fo- example if the assesbod value of all of the propcrt> m a countj is 
$100 000 000 and the total tax le\*j that x ear is to be $2 000 000 the 
count> tax rate for the i car will be 20 mills (2 cents) per $1 of assessed 
lalue ($2 000 000 - ?I00 000 000) A person whose propert\ is assessed 
at ?30 000 Will ha\e to pa\ a tax of $G00 ( 02 x $30 000) In some 
the tax rate for real propert) is established scpantcl> from the 
rate for personal propertx If this is done the latter is usuallj lower 
CoUcction of Tates Mobt poaemment imits have a fiscal >car 
bepmninp Jul\ 1 The assessment <late is often in the spring Real 
estate and personal propertj taxes ma> be billed separatel}, though 
a taxpa>cr ha\ang both types of propertj usuallj receives one state 
ment covennp both levies Very frequentlj the law provides that 
the tax on re^l propertj can bo paid m two equal installments possiblj 
jO j)cr cent on or before December 1 and the balance on or before 
\pn! 1 of the next vear Usuallj the personal propertj tax must all 
be paid on or before the earlier date If the taxes are not paid on time 
thej liecome dWin^ncnf In this case a penaltj charge is added to the 
amount of the tax If the taxes and penalties an? not paid within a 
specified number of jears the propertj maj bo seized b> the govern 
ment and sold for taxes Propertj taxes become a bon against the 
propertj asuallj from the date of assessment until thej an? paid A 
purchaser of propertj on which the taxes have not l>oon paid acquires 
it subject to the lion or pnor claim of the tax collector 

In manj cases propertj is subject to propertj taxes levied b\ 
mope than one jurisdiction For example all the projiertj located m 
a certain school distnct maj also be within the boundancs of a town 
or citv and the latter m turn within a countj In such a case it 
would not be unusual to find that the countj bills and collects the 
taxes for all of the junsdictions The monej collected is distnbutcd 
among the units in the proper proportion This procedure avoids a 
duplication of effort and expense and is more convenient for the tax 
pajers. 

ACCOUNTING FOR Taxcs on the assets used in a business arc 

PROPERTY TAXES considered to bo a busme&i expanse if the 

propertj actuallj liolongs to the banness itself, as m the case of cotio- 
rations or if it legallj belongs to the own^’r of the basiness “nus 
treatment is possible bccaase the tax on basiness propertj is not 
affected bj the land and the amount of anj other propertj owned bj 
the taxpQjer 
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Propert}’’ tax expense does not accme or accumulate in the same 
sense as depreciation, interest, or expiring insm’ance. The tax relates 
to the oi^mersliip of property at a specific moment, not because of 
o^^mership or use over a period of time. Because the tax expense 
recm’s each year, however, it is usually associated vfith the operations 
of the 3'^ear. In most cases the expense is recognized in the j^ear in 
whidi the tax statement is received. If the accoimts are kept on an 
annual basis, the receipt of the tax statement gives rise to the follow- 
ing jommal entry: 


Property Taxes xxx 

Property Taxes Payable xxx 


To record the expense and liability for property taxes 
for the year 19 — . 

When pajmient of tlie tax is made. Property Taxes Pajmble is 
debited. 

If the accounts ai'e kept on a monthlj’’ basis, it is necessaiy to 
charge eacli month with one twelfth of the actual or estimated amount 
of the taxes. In the eai'lj’’ months of the j^'ear, before the tax state- 
ment is received, it maj’ be necessaiy to estimate the amount of tax 
to he cliarged. For example, assume that the Thompson Sales Com- 
panj’- keeps its records on a monthty basis. It vfill not receive its tax 
statement until sometime in March. Based on the tax expense of 
prewous j^ears, it is estimated that the tax for the cm-rent j'eai' vlll be 
$840. In order that the earl}’’ months ivill be charged ivith then prorata 
share of this expense, the folloiving entiy may be made at the end of 
January and Februaiy: 


Property Taxes 70 

Property Taxes Payable 70 


To record the property tax expense for the month. 

After the Febniaiy entiy has been posted, the propertj^ taxes 
pajmble accoimt vill have a ci'edit balance of $140. 

Assume that on Marcli 25 the tax statement is received, showing 
the total tax to be $840 (axactl}’’ as estimated for pm*poses of this 
illusti'ation.) Since the liability account alreadj* has a balance of $140, 
only $700 trill be added. Inasmuch as this amount is to be prorated 
ovei' the remaining months of the t'ear, it mat' be recorded as a de- 
feiTed'chai'ge. According!}’, the following entiy is made: 


Mar. 25 Deferred Property Taxes 700 

Property Taxes Payable 700 


To record the liability for property taxes for 
the year. (Total liability, §840; prerious ac- 
cruals, §140.) 
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\\Ticn pajTiicnts of the tax arc made, the habilitj account 
debited 

At the end of each month for the rest of the jear, the followang 
onto " ould bo made m order to continue the process of charging each 
month with one twelfth of the total tax expense for the >car 

Proporij Taxes 70 

Deferred Propertj Taxes 70 

To record the propertj tax expense for the month 
o! 

After the onto of Decemlior 31 is posted, the deferred propertj 
taxes account will ha\ e no balance 

^^Tien the tax statement is rcceued, it tna> be found that the tax 
Ls not cxactlj the same as was estimated This will mean that the 
charges for the pretious months were incorrect The error is Iikelj 
to be small If the error is of small consequence, it maj be offset bj 
smpl) setting up the deferred charge as the difference hctuccn the 
total tax and the amount alread) charged to the operations of prenoas 
months The charges for succeeding months will be calculated at an 
amount that will complete!) absorb the deferred charge b) the end 
of the >car In the case illastrated if the tax statement roccued on 
March 25 showed the total tax to bo $830 instead of $810 as estimated 
the entrj on that date would be for $710 instead of $700 The charge 
for each of the remaining months would bo $71 rather than $70 


DELINQUENT TAXES ON Kot infrequently propertv is purchased that 
PROFEBTY PURCHASED del.niucRt propprt) 

taxes and penalt> charges WTicn these amounts are paid b> the 
purchaser, it is proper for him to charge the same asset account as 
was debited with the purchase pnee of the propertj For example 
assume that on Julj 1 1919, ^ward Tucker purchased a piece of 
land at a pnee of $5 000 On Jul> 15, 1919, he paid $-155 representing 
delinquent taxes penalties, and interest for the three previous tax 
jears The entnes in general journal form to record these transactioas 
are as follows 


Jul> I I^nd 
Cash 

To record purcha-w of lot at 18dl Main 
SllTCt 


5 000 


/uf) 15 f^and 4SS 

Cash 

To record the pajmentof delinquent taxes 
on lot at 1821 Main Street 


455 
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SPECIAL ASSESSMENTS The oiTOei*s of land ai*e sometimes subject to 

special assessments to reimbm*se the local 
government for the cost of improvements on or near their property. 
Examples of this sort include the installation of sewem, the pa^dng 
of streets, or the lajdng of cm’bs and sidewalks. T\dien the assessment 
is recorded, it is proper to chai'ge it to the land accoimt, as it in- 
creases the value of that asset. 

NATURE OF SALES Sales taxes ai*e an important som'ce of 

T* A VPC ^ 

revenue for most states and many cities. 
These taxes ai'e usually imposed upon retail sales only; there is no 
tax when an article is pm’chased for resale. In some cases ceiiain 
tjTes of rentals and the sale of ser\nces ai’e taxable. The sale of food 
is sometimes exempt. 

The tax is leTued as a pei' cent of all sales except those specifically 
exempted. The tax imposed by each jmisdiction applies only to sales 
witliin its bomidaries. In some cases the tax is le\ded du'ectlj’- upon 
the seller. It is more usual to find, however, that the law imposes the 
tax upon the pm'cliaser, but makes it the duty of the seller to collect 
the tax. Some states require the tax to be paid direct by the pm'chaser 
of goods that were bought outside tlie state. 

The laws usually require that tlie seller must file a sales tax retmm 
and paj’’ the tax at the end of eacli calendar quarter. In some cases 
this must be done each month. In some states a merchant paj’s the 
state in ad^mnce by pui'chasing sales tax stamps. l^Tien sales ai*e 
made, the merchant reimbrnses himself by collecting the tax. .The 
buyere receive canceled tax stamps as a I'eceipt. 


ACCOUNTING FOR If the sales tax is imposed upon the pm- 

SALES TAXES chaser but is collectible by the seller, the 

latter vdll add the proper amoimt of sales tax to each taxable trans- 
action. There maj’' be a special sales tax pajrable colunm prortded in 
the sales jom'iial to record the tax on chai’ge sales. The laws maj^ not 
requu'e a mei'cliant to pay tlie tax until it is collected, but it is usually 
expedient to record the liability at the time the customer is charged. 
A sales jornmal with a special column for sales tax paj^ble is illustrated 
on the following page. 

In the case of sales for cash it is desirable, though not always 
expedient, to keep a record of the tax collected on each sale. If a sales 
invoice is prepared for each cash sale, the tax ivill be shown. If in- 
voices ai'e not prepai'ed for each sale, any of several procedures are 
followed. Sometimes the amount of the sale and the amoimt of the 
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Lix are separately runp: up on a cash repster if the machine has the 
capacity to accumulate the totals of !>oth these elements separately. 
Sometimes only the amount of the sale is n?cortlc<i in the register and 
placed m the dra\\er, vhile the tax cash is placed in a separate box or 
container. Any of these procedures makes it possible to know the 
exact amount of sales tax on cash sales collected each day. This 
amount can he rocortlcd m a special sales tax payable column in the 
cash receipts journal. An illustration of this form of cash receipts 
journal foUo\ss. 
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Some basincss orKanizations do not find it cxi)odient to make a 
record of the tax on each rale. In such cases the credit to the sales 
account includes the sales tax. At the end of tho month the tax ele- 
ment is calculated and a general journal entf>’ Is made to remove it 
from the sales account and reconl it as a current liability. For example, 
assume that the tax rate is 2 per cent The total of rales and sales 
tax for the month amounts to $10,320.10. If this amount represents 
sales plus 2 per cent of sales, the soles arc $15, COS (? 10,520.10+ 1.02) 
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and tlie sales tax element is $912.16 ($45,608 x .02). The following 
entiy would be made: 

Sales 912.16 

Sales Tax Payable 912 . 16 

To record tlie liability for sales tax collected on 
sales for the month of 

A problem arises if not all of the sales of the business are subject 
to sales tax. Tliis may be the case because certain items are exempted 
by law or because some of the sales are made to out-of-state or out- 
of-citj’ customers. This makes it necessary to keep a record that wiU 
sliow botli taxable and nontaxable sales. If there are a large number 
of eacli kind of transaction, it may be necessaiy to use memorandimi 
colunms in tlie sales and cash receipts journals to acciunulate the 
information. 

'\idien the taxes ai-e paid, an entiy is made in the cash disburse- 
ments joiu'iial debiting Sales Tax Payable. Any balance in the latter 
accomit on a balance sheet date is reported as a current liabilin*. 
Sales taxes legally imposed upon the buyer are not an expense of the 
seller. The amoimt shown as gross sales on the profit and loss statement 
of the seller should not include sales taxes. 


SALES TAXES IMPOSED If the law imposes the sales tax upon the 
UPON THE SELLER seller, the accoimting problem is somewhat 
simplified, since thei'e are no tax collections, as such, to be recorded. 
However, the records must show the amoimt of sales that are subject 
to tax in case some sales are tax exempt. Tilien this is known, the 
tax can be computed at the end of each month and an entiy made 
to rocord the expense and tlie liability. For example, suppose that 
the tax for the month of April was found to be S300. The following 
general jciimal entri' would be necessari*: 


April SO Sales Tax Expense 300 

Sales Tax Pajxible 300 


To record the sales tax for the month of April 


TiTien the sales tax retium is filed and the tax is paid, an entry 
would be made in the cash payments journal debiting Sales Tax 
Parable. Any balance in tliis account on a balance sheet date is 
reported as a cmrent liability. The sales tax expense account is closed 
to Piofit and Loss Sunimaiy at the end of the fiscal period. There is 
not complete agieement as to where Sales Tax Expense should be 
shown in the profit and loss statement. Some accountants classify 
it as an operating expense, often under the heading of selling expenses. 
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9. On an income oi $10,000 the tax is $1,500, 'while on an income of 
$50,000 the tax is $7,500. Does this reflect progressive tax rates? 

10. John Stewart paj'S his personal income tax with a check drawn on 
tlie hank accoimt he keeps for the Stewart hlercantile Company, which 
he owns. How would this he recorded on the books of the Stewart I^Ier- 
cantile Company? 

11. liiTiich of the following are real property and which are personal 
propeity: 

(a) Land. 

(b) Taxpayer’s residence. 

(c) llerchandise in a store. 

(d) Growing trees. 

(e) Delivery truck. 

(f) Trade-mark. 

(g) Accounts receivable. 

12. The total assessed value of all the property in a school district is 
$10,000,000. The district wants to raise $50,000 by the property tax for 
the current year. What will be the tax rate? 

13. "SiTiy are the taxes on business property- owned by the proprietor 
and used in an unincorporated business treated as a buriness expense, 
while no part of the tax on the income (business profits included) of the 
owner of the business is so treated? 

14. Artliur Bailey must pay $350 to the cit>* on a special assessment for 
street improvements. If such improvements ■will tend to increase the 
value of his land by a amilar amoxmt, what entrj- should be made in 
his jotimal to record the payment? 

15. All tlie sales of a store are subject to a state tax of levied upon 
consumei's but collectible by the seller. At the end of one day, the total 
cash received from sales and tax was found to be $SS7.S6. How much of 
this was sales and how much was tax? 

16. W. D. Greene absorbs a sales tax imposed upon the seller in the 
price of the goods. He believes that the amoxmt he pays as sales tax 
should be shown as an operating expense along "with real and personal 
property* taxes. His accountant thinks it should be shown as a direct 
deduction from sales. liTiich, in your opinion, is the better practice? 

PROBLEMS 

1. Examination of the records of IMr. and IMrs. E. J. Williams for the 
calendar year 1949 reveals the follo'wing information: 

Income — Mr. Williams: 

Salary as president of the Williams Corporation .510.512.00 

(Gross amount, $12,000; income tax -withheld, $1.4oS: federal 
old-age benefit tax, $30) 
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Mr. Paxton has kept a very detailed record of cash receipts and dis- 
bursements, hut the record includes his personal, as well as his business, 
transactions. A summary of all receipts and disbm'sements of cash during 
1949 follows: 

Receipts 

Loan from finance company (explained above) $16,000.00 

Sales (including sales tax) 20,400.00 

Received from sale of Apex Corporation Stock 3,000.00 

(Stock was purchased April 1 and sold August 1) 

Dividend from Apex Corporation 80.00 

Prize (won by Mr. Paxton on a radio program) 100.00 

Disbursements 

Cost of land 5,000.00 

Cost of building 20,000.00 

Cost of equipment and fixtures for store 4,000.00 

Cost of furniture and furnishings for home 5,000.00 

Payments for merchandise purchased 16,000.00 

Telephone — in store 150.00 

Telephone — in home 60.00 

Property taxes (paid in full) 

On land 40.00 

On building 160.00 

On store equipment and merchandise 30.00 

On household possessions 20.00 

Sales taxes remitted to state (excluding December 

taxes) 350.00 

Light and heat (50% for store) 190.00 

Payments on mortgage principal 1,000.00 

Payments on mortgage interest 450.00 

Payments on estimated income tax for year 480.00 

Insurance (all policies for 3 years — purchased January 
1) 

On building 300.00 

On store equipment and merchandise 120.00 

On household goods 60.00 

Donation to church 104.00 

Hospital and medical expenses 515.00 

Cost of Apex Corporation stock (see receipts) 2,500.00 

Miscellaneous personal and household expenses 4,000.00 

Miscellaneous store expenses 2,000.00 

On December 31, 1949, Mr. Paxton has unpaid bills for merchandise 
purchases amounting to $1,000. He owes the state $50 for sales taxes 
collected in December, 1949. Accrued interest on the mortgage note 
amounts to $420 on December 31, 1949. The inventory of merchandise 
at the end of the year amounts to $4,800. 
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Irtlrue*ion$ (1) Prepare 8 profit and lass statement for the Paxton 
Hardware Companj for the >ear ended December 31, 1949 (Be sure that 
onl> business expenses are included Remember that only one half of the 
building Is u«ed for the busme-a ) 

(2) Prepare a summarj of the items that will appear on the income tax 
return of ^Ir Paxton Be sure to show the items that comprise adjusted 
gross income list and total the other deductions, and deduct the exemption 
credits (?C00 each) to arnie at the amount ot net income subject to the tax 
rates 

(3) Using the hypothetical rates shown on page 319, calculate the total 
tax liability of Kenneth Paxton for 1949 How much must be paid when 
the return is filed’ 

3 The accounts of the Jones Mercantile Company are kept on a monthly 
basis In January Mr Jones estimates that the property taxes for the 
current year will be $-180 On Apnl 20 the tax statement is receued, 
showing a tax liabilitx of $462 That amount is paid m full on May 10 

Jntirurltona (1) Cue all of the entries m general journal form to record 
matters relative to property taxes for the first six months of the year In 
elude closing cnlnes 

(2) ^\'hat Items relative to property taxes would appear m the balance 
Bheet of January 31’ of Apnl 30’ of May 31? of December 31? 
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PARTNERSHIP FORMATION AND OPERATION 

THE PARTNERSHIP If a sole proprietor deems it advisable, he may 

DEFINED gj. associates to join him in the 

development of liis business. The new pai-tj' ordinarily conti-ibutes 
cash or other property. The membem of the new association ai’e co- 
olers of the business and sliare its profits and losses. In this way a 
partnerslup is established. A pai'tnei-slnp may also be formed when 
two or more persons decide to stai't a new business in which the3* are 
co-ownei*s and shai'e in profits and losses. 

The Uniform Paitnereliip Act, adopted bj* a large nimiber of the 
states, calls the partnerslup "an association of two or more pemons to 
caiTy on as co-ovmei-s a business for profit.” This definition states 
cleaiTj* the natm-e of a pai'tna'ship from the legal pomt of rtew. The 
pai'tnerslup maj’ be better miderstood from the business point of rtew 
bj* considering the characteiistics that distinguish it from other forms 
of business organization. 


CHARACTERISTICS OF The fmidamental characteristic of a partner- 
THE PARTNERSHIP g^pj-essed in the definition pven above, 

in that it is an association of persons. It is distinctlj' a pemonal organi- 
zation, and from that pemonal aspect the following essential character- 
istics are derived; 

1. M-Jifnal Agency. Each pai'tner is the agent of the pai-tnerahip. 
For example, one pai'tner can make an agi'eement to purchase goods 
or serrtces for the fii-m, and the other partners will be boimd bj' Ms 
act if the goods or the sendees ai'e such as the business uses or might 
use in the com'se of its affairs. 

2. Limited Life. A partnei'sMp, because of its personal nature is 
short lived. It maj" be dissolved as the result of an^* one of a variert* 
of causes. The death, incapacity*, or withdi'awal of one of the partners 
causes a dissohition of the partnei'sliip; if a partner sells his interest, 
the partnei-sMp terminates; if the members admit another' partner, 
the old partne'sMp ends but a new partnei'sMp is brought into exis- 
tence. Pai'tnership reorganization and dissolution are discussed in 
Chapter XX. 

o. Uyjlimitcd LiahUity. Eacli member of a partnersMp is jointly 
and indhidualb* liable for tire debts of the pai'tnersMp. Therefore 

335 
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a partnc" ma\ not onlj lo«« what he has in\cstcd in the partnership 
but aL«o bo required to u«^ his pns-atc propert> to paj the debts of 
the partncr'hip if the bii'iness becomes insohcnt For example if 
Craiff and Lon;; each iniest $6000 m a partnership and through ill 
luck or poor management the partnership later his Inbihties of 
$12 000 and assets of onh $10000 the creditors ma> recoicr the 
«2 000 excess of the Inhihties oxer the assets from cither Craic or 
Lone indinduallj 

J Co-oTr/i<T<?l ip o/ Partner';} tp Property The propertx inxested 
In 1 partner in a partnership is no longer his own persona! propertx 
but IS jomtl} owned bj all partners For this reason it is essential 
that the xnlualion placed on the contributed propertj bo a fair and 
ju-st one I or example if Crown contnbutes a building that cost him 
$10 000 but IS now worth $20 000 the \alue of the bmldmc to the 
partncrslup IS $20 000 After he has made hiscontnbution the partner 
h.is onl> a dollar and cents claim against all the assets of the partner 
ship 

’) ParUeipation in Partners} tp Profits Another feature essential 
to a partnership is the co-ownenhip of the profits If the profits arc 
shared on anj basis other than co-ownership a partnership docs not 
exist For example an omploxec who is pixen a iiercentaKO of profits 
as remuneration for his services is not therebj a partner There must 
bo an intention of the partners regarding: co-ownership of profits and 
losses 


ACCOUNTING FOR Much of thc accounting for a partnership is 
PARTNERSHIPS ^ ^ business with anj 

other form of ownership The current traasactions completed m the 
general operation of the business arc similar and thc accounting proc 
css as xtcll as the papers thc records and thc reports cmp]o>e<l 
IS essentialli the same The relationships cxisUng between the mem 
bers of a partnership p\e to transactions that are not common to 
the sole propnctorship Thc*se transactions has e to do vsath the forma 
lion thc operation and the dissolution of the partnership The 
operation phase is pnnciiiall> that of participition in partnership 
profits which wall be discussed m thus chapter 


FORMATION OF A 
PARTNERSHIP 


A partnc'^hip is founded upon a voluntary 
contract haxang all the t-sscntial elements of 


anj other contract Since the intct^t in the partner'hip htre is 
pnmanlj from the point of \icxs of accounting the xainous legal 
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questions aiising from the relationship of the pai’tners will not be 
discussed at anj^ length. 

Disputes, misunderstandings, and difficult situations are liable to 
aiise in a partnership because of the peculiar relationship existing 
between the partners. To prevent these, or at least to reduce them 
to a minimum, a mitten contract should be di-aum up. This contract 
is Imovm as the articles of copartnership. In addition to the date and 
the signatm’es of the partners, it should contain the folloiving data, 
as well as any other prortsions tliat maj^ be considered desirable. 

1. Name and location of the business. 

2. Nature and life of the undertaking. 

3. Names of the partners and the amount of the investment of each. 

4. Prortsion for sharing in profits and losses. 

5. Rights and duties of each partner. 

6. Prortsion for accounting records. 

7. Prortsion for dissolution. 

8. Special prortsions and stipulations. 

After the partners have reached an agi*eement and have signed the 
articles of copartnersliip, the assets may be acquired and the opening 
entiles maj?' be made in the partnersliip books. The problems of 
partnership formation may be classified under two headings: 

(1) Original formation of partnership by: 

(a) Adding a new member or new members to a sole proprietorship. 

(b) Cash or property contributions by members to set up a new 
business. 

(2) hlodification in personnel of a going partnersliip bj-: 

(a) Selling an interest to a new partner or partners. 

(b) Accepting an investment from a new partner or new partners. 

The accounting procedui'es for the first gi’oup are treated in tliis 
chapter; for the second gi'oup, in Chapter XX. 

OPENING ENTRIES FOR A brief reference to the aiUcles of copartner- 

INVESTMENT OfIaSH 

before the entiles to record the investments 
of the partners are made. For example, when E. T. Darts and C. G. 
Crane form a partnersliip by the investment of cash, the following 
memorandum entiy is made in the general jom’nal: 

July 2 E. T. Darts and C. G. Crane formed a partnership 
for the purpose of conducting a retail hardware busi- 
ness in accordance \rtth the articles of copartnership 
signed this day in duplicate. 

Since the partnere in this case are investing onlj' cash, the record of 
the cash investment vlll appear in tlie cash receipts journal. Such an 
entiy is shown on the following page. 
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OPENING ENTRIES TOR If the partners in\est assets in addition to 
TRANSFER*OF ASSETS transfc’* liabilities to the partne-- 

AND LtABlLlTics ship either of tuo methods ma> bo in 

reco’tiinR the micstment (1) An entrj ma> be made in the cash 
receipts journal to record the cash iniestment and another mai be 
made in the general journal to record the othc” assets and the liabiliti^ 
O’- (2J the entire iniestment max be worded m the general journal 
and the cash imestment ma\ be recorded in the cash receipts journal 
In the latter case the cash items will be checked in both the gene-al 
journal and the cash receipts journal so that the; will not be posted 
tv.ice 
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2 Cash V 3,000 

Notes Receivable 750 

Accounts Receivable 6,000 

Merchandise Inventory 7,500 

Office Equipment 1,500 

Building 4,500 

Land 3,000 

Accounts Payable 8,250 

James Hill, Capital 18.000 


To record the investment of James Hill. 

The cashbook entries to record the cash invested by Fullei’ and 
Hill are as follows: 


CASH RECEIPTS 


BB 

ACCOUNT CREDITED 

EXPLANATION 

POST 

REF. 

Hj 


ACCOUNTS 

REC. 

CR. 

SALES 

DISC. 

DR. 

CASH 

OR. 

Jan. 

2 

Roy Fuller, 










Capital 

Investment 

V 

1,500 




1,500 


2 

James Hill, 










Capital 

Investment 

V 

3,000 




3,000 


It should be understood that the amounts shovm in the foregoing 
journal entries were those agi'eed upon by the two partners at the 
time they set up the pai’tnership. For example, the $4,500 figm-e for 
store equipment and the $1,500 figm'e for office equipment were esti- 
mates of present market value established by mutual consent of the 
partners. Although the book value of assets contributed to a partner- 
ship may influence the values at wliich they are taken over, the values 
recorded on the boolcs of the new pai-tnership may be quite different 
from the values at wliich the assets were cai-ried on the books of their 
former owners. 

Fixed assets are ordinarily recorded on the books of the new partner- 
ship at the value assigned to them in the pai’tnership agi'eement. No 
effort is made to show in the books the original cost value and the 
past depreciation. Futm-e depreciation is based on the cost of the 
assets to the new pai’tnersliip. 

In the case of partner Hill, the land may have cost him $1,500 
when he acquired it several years before. The building may have cost 
$6,000 and may have been depreciated to a book value of $3,000. Be- 
cause of increases in land values and building costs, the only fair course 
was to establish new lvalues of $3,000 for the land and $4,500 for the 
building, increases of 100 per cent over the original cost of tlie land 
and 50 per cent over the present book value of the building. 






ACCOUNTING PRINOPLES 


(Oi. 19 


PERSONAL ACCOUNTS The 'iTticlcs of Copartnership mn\ p’tinde 
OF THE PARTNERS partner utII bo permitted to iMth 

driv\ cash at intcr\*als dunnp the course of opentions If thisris the 
case the withdnwaK arc debited to the partners personal accounts. 
A partners pc'sonal account in nature the same as the personal 
account of a sole propnotor At the end of the fiscal penod the partner s 
share of the profit or the loss is closed into lus personal account The 
debit or the cnxiit balance of the personal account is pcrmittc<I to 
remain in that account or is tran-sferred to the capital account the 
procedure depending upon the partners afreemont 

I- or example at the end of the first fiscal x ear the personal accounts 
of Fuller and Hill haxe debit bahneosof $7 500 and $1 OOOrespectixclj 
If the profit for the 3 ear ?14 100 is to bo distributed equalh theento 
to elO'O the profit and loss summar> account will consist of a debit 
of $1 1 100 to Profit and Loss Summaia and a credit of $7 200 to each 
of the partners pcr^nal accounts 

Fullers peronal account will now haxc a debit balance of J'lOO, 
Hill 8 personal account a credit balance of $-1 200 These balances 
ma) be permitted to remain m the personal accounts or the) ma) be 
closed into the partners capital accounts reducing the capital of 
Fuller and increasing the capital of Hill 

DIVISION OF PROFITS The distnbulion of profits or losses frequentlj 
presents one of the most difficult problems 
in partneiahip accounting If the partners have no agreement in this 
resji^t the law provides that profltsorlossesshou!dbcdl\^dcdc(Juall>, 
regardless of the amounts of the investments The partners ma>, 
however make anv agreement the> v\ish in regard to the division of 
profits or looses The agrcemr‘nt should be quite specific so that mis* 
understandings will be avoided 

Partncr^hlp profits include a return for partners services fo” 
partners capital investments and economic or pure pufit Since the 
partner-hip is a pervinal organization the services of the partnc’s 
come free of cost to the partnership In the absence of a specific agree- 
ment the partners receive no salanet) The capital contributions of 
partners do not bear interest Profits must therefore be intcrp-eted 
to include these two factors as well as pure p’^ofits 

If the service and capital contributions of partners arc equal an 
equal sharing in partnership profits is equitable But if one partrer 
contnbutes three times as much capital as the other, the distribution 
of profits filiould take into account Ac unequal contnbution of capital 
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Or, if the serinces of one paiiner are much more valuable to the 
partnership than those of the other, pro\asion for unequal ser\nce 
contribution should be made in profit participation. 

Ai'ising out of the recognition of these tlmee factors in partnership 
profits, many methods of distributing profits or losses ai'e emploj’-ed. 
Fundamentally, these methods give effect to the thi’ee elements found 
in partnersliip profits. 


PROFITS DISTRIBUTED The simplest formula for profit sharing is 
ON FIXED RATIO agi'eement in advance on a fixed ratio that 

will continue for the life of the partnersliip. This fixed ratio may 
provide for an equal shaiing on the assumption that partners’ con- 
tiibutions of capital, services, and risk entitle them to such a shaiing. 
It maj’' give one paitner two thirds and the other partner one tliird 
for similar reasons. Or it may prortde any fractional participation 
that seems fair to all the partners. 

IVlien profits ai'e distributed on a fixed ratio, the problem is simple. 
After the profit for a fiscal period has been determined, it is dirtded 
according to tliis fixed ratio, the profit and loss summaiy account 
being debited and the partners’ personal accomits being credited. The 
table below shows the participation of Fuller and Hill in a partnership 
profit of $14,400 using tlwee different fixed ratios: 


Fixed Ratio 

Fuller’s Share 

Hill’s Share 

(1) 34 M 

$7,200 

$7,200 

(2) Vs H 

4,800 

9,600 

(3) 34 M 

3,600 

10,800 

The jom’iial entry on 

December 31 to record the distiibution of 


the profit imder the third fixed ratio above would be as follows: 


Dec. 31 Profit and Loss Summary 14,400 

Roy Fuller, Personal 3,600 

James Hill, Personal 10,800 


To distribute the net profit for the j^ear to the per- 
sonal accounts on the 34 -M fixed ratto. 


PROFITS DISTRIBUTED If the investments of partners are to be given 

separate consideration in profit sharing, there 
IS a choice between two coimnonlj’* used 
methods. In the fii'st method participation of paiiners in profits is 
based solely on their capital investments; in the second method an 
intei'est retxu’n is allowed on capital investments and the balance is 
distributed according to the fixed-ratio method. Each of these two 
methods that emphasize capital contiibutions will be described. 



34S 


ACCOUNTING PRINOPLtS 


[CK.19 


Acccrdxng to Jncf^rtmontj! — Opening Capital The profits ma) be 
diuded aceo-Tling to the beginning in\cstmcnU For ctample if 
Fuller and Hill had agreed to di\nde pnifits or losses on the bi«is of 
their onginal in\cstments their respocti\'e shares of the profit for the 
first \cv v.ould ha\e boon computed in the following manner 
Jtov fuller Invc'tr'eit of Januarj 2 $12 000 00 

Jane^ III!! In\«trrenl of Januarj 2 18 000 00 

Total In\c3iment $30 000 00 

Ro> Fuller Proft December 31 12 000 X $14 400 00 - $ 6 760 
30 000 

James Hill Proft December 31 18 000 X $14 400 00 - 8 640 

10 000 

Total I rofit $14 400 

The journal entn to record this ditnsion of the profit would ha\e 
been 

Dec 31 Proft anti Loss Summarj 
Ro> Fuller Personal 
Jame5 Hill Icrsonal 

To distribute the net prof i for the j ear in accord 
ance with opening capital m\estmenta of $12 000 
and $18 000 respectneb 

Aeeordtng to — Arcrage Capital WTicn profits are to 

be dtndeci aeconling to the investments the simplest method of 
computing the amounts to lie transferred to the personal accounts is 
to asc as the basis the investments that the partners made at the 
bepnmng of the partnership This m''thod how e\ cr, assumes that no 
significant chan>,es in capital investments of partners have lieen mad'' 
dunng the fiscal ponod If the partnership is such that the capital 
accounts of partners change matena!l> dunng the fiscal peno<l p-ovi 
Sion <hould be made to determine the arerage rapilal and to divide 
profit arfordingJ> The caJcubljoo of the average capital js leased 
upon the capital accounts of the partners A simple method of calcula 
tion IS descnl>ed m the following paragraph 

The beginning investment is multiplied b> the number of months 
from the time of the investment to the time when there was a change 
in the inv estment The m\ estment on the latte- date is then multiplied 
b\ the number of months from that date until the time when another 
change occu-red This p-ocedure ls continued for the entire fiscal 
period Thes? amounts arc totaled The results then express capital 
investments in the same unit that ls moith-<IolIars. This unit takes 
into account the time factor as well as the amount facto- Each part- 
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ner’s participation in tlie profits is determined bj*- the ratio obtained by 
placing Ins total montli-dollars over the total nionth-dollars of the 
pai'tnerslup. Tliis is the share of the profit to be assigned to the partner. 

Any unit of time may be used in determining the average capital. 
Days or weelcs, instead of montlis, can be used if significant capital 
changes occim at other than month periods. In such cases the units 
would be day-dollars or week-dollars. 

For example, Fuller and Hill might have decided to dirtde their 
profits of $14,400 according to the average capital as shown by their 
capital accoimts. Their original investments, additions to capital, 
and vnthdrawals from cnpital might have appeai-ed as follows in their 
capital accoimts at the end of the year: 


Roy Fuller, C.4pit.4l 


May 


11 


3,000 


Jan. 


12,000 



The dirtsion of the profit for the year ($14,400) would have been 
determined in the following manner: 

Roy Fuller 

Prom January 1 to April 30 $12,000 X 4 mouths = 48,000 month-dollars 

Prom May 1 to December 31 , 9,000 X 8 months = 72,000 month-dollars 

Total 120,000 month-dollars 


J.4MES Hill 


From January 1 to April 30 $18,000 X 4 months = 72,000 month-dollars 

From ]\Iay 1 to December 31 . 21.000 X 8 months = 168,000 month-dollars 

Total 240,000 month-dollars 


The total month-dollars during the year was therefore 360,000 (120,000-f 
240,000). 

Distribution of Profit 
Roy Fuller: 120,000 X $14,400 = $ 4,800 
360,000 

James Hill: 240,000 X $14,400 = $ 9,600 
360,000 

Profit for the year $14,400 




ACCOUNTING PRINOPLES 


10.15 




The folloiving jounial entry would then have been made: 

Doc 31 proft a’ld hos.% Sunirarj 14,400 

Ro> FuUo', Ptrsonal 4.500 

Janc3 Hill, Pfrtonal 9.000 

To dwtnbute the uct profit for the j car in accord- 
ance with a\eraffe capital 


pRoriTS DISTRIBUTE6 The articles of copartnership often prD\*ide 
M?HTS°AHD° erviceV partner is to receive a salary- for 

OF PARTNERS his semces If the salaries are paid at rc^ruhr 

intcn-ala in fixc<l amounts, m the same manner as salaries of employ ces, 
the partners' persona! accounts should be debited for such amounts 
At Ih^ end of the fiscal penod the amounts that the partnership 
agreement allows as salaries are debited to the profit and loss summar) 
account and credited to the partners’ personal accounts The babnee 
of the p-ofit and loss .summarj* account is then distributed in the 
ratio a;rreod upon b^ the partners 

\ssume that Fuller and Hill aprreed to diiddo profits equally after 
salaries of ?j 00 and $-lo0 ft month, respectively, had been allowed 
UTien the partners uithdrcu their salaries in cash each month, thefr 
personal accounts were debited and the cash account was credited. 
At the end of the year the following journal entr> was made: 

!>«* 3t Profit and Ixks Summar> 9,000 

ftoy Fuller, Personal 5,600 

James Hill, Personal 5,400 

To transfer from the profit and loss eummarj 
account to the partners' persona) accounts an 
amount that is equal to the amounts allosiod the 
partners as salanes 


The total of the salaries, $9,000, was then deducted from the net 
profit, $11,100, and the remainder, $‘5,100, was distributed cquallj. 
Dec. 31 Profit and Lo»j Summarj' 5,400 

Ro> Fuller, Personal 2,700 

Jamn Ilill, Personal 2,700 

To distnhutc the balance of the net profit equally 
to the oartners 
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net profit to be di^’ided equally. The journal entiies at the end of the 
yeai* would then have been: 


Dec. 31 Profit and Loss Summary 9,000 

Roy Fuller, Personal 3,600 

James Hill, Personal 5,400 


To transfer from the profit and loss summarj' 
account to the partners’ personal accounts an 
amoimt that is equal to the amounts allowed tlie 
partners as salaries. 


31 Profit and Loss Summary 1,S00 

Roy Fuller, Personal 720 

James Hill, Personal . , . 1,030 

To record the interest allowed on the original 
investments of the partners. 

31 Profit and Loss Summary 3,600 

Roy Fuller, Personal 1,300 

James Hill, Personal 1,300 

To distribute the balance of the net profit for the 
period equally to the partners. 


'\\fiien the partnership agi'eement states, without qualification, 
that salaiies and interest ai'e to be allowed, the entiies for salaiies and 
interest, siniilai' to tliose in the last example, must be made regardless 
of the fact that the profit for tlie peiiod may be less than the total of 
the salaiies and the intei'est or that a lo^ may have resulted from 
opeiations. After the entiies for salaiies and interest have been posted, 
the debit balance of the profit and loss summary account will be 
transfeiTed to the pai'tnem’ peisonal accounts on the basis of the fixed 
ratio. 

If the salaiies of Fuller and HiU had been §600 and $750 a month, 
respectively, the followhig journal entiies would have been made at 
the end of the year: 


Dec. 31 Profit and Loss Summary 16,200 

Roy Fuller, Personal 7,200 

James Hill, Personal 9,000 


To transfer from the profit and loss summary 
account to the partners’ personal accounts an 
amoimt that is equal to the amounts allowed the 
partners as salaries. 


31 Profit and Loss Summary 1,300 

Roy Fuller, Personal 720 

James Hill, Personal 1,030 


To record the interest allowed on the original 
investments of the partners. 



ACCOUKTING PRINCIPLES 
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31 Roj Fulle' Icr^nal 1 800 

J&r'n Hill reno''a) 1 800 

I fo''l and Ix»«3 Su*nrnar\ 3 COO 

To clo>yj U e debit balance of the prof t and loss 
8unr"ar> account into the partners personal 
accounts 

The net cfToct of this senes of three entnes would ha%o been a 
credit of SG 120 to fullers personal account and a credit of $S2S0 
to Hills personal account a total of $11 100, the net profit of the 
partnership 


PARTNERS* PROFITS As stated in Chapter XVIII, partnerships do 
INCOME-TAX** 1“' income tax The several partne*^ 

repon thtir shares of the partnership profits 
on their individual income tax returns and include them in the income 
total on which thej pav tax For example Roj Fuller would report 
$G 120 and Jamts Hill $8 280 of the partnershp profits of $14 100 
shown above 

It should bo noted that partners report and pa> income taxes on 
their shires of the partnership p’Dfits and not on the amount the> 
draw out of the partnership Even though the entire amount of the 
partnersship profits is left in the partnership the taxable amounts 
would be the p-ofu participation figures 

Partncrvhips arc required to make out income tax returns sho ving 
the amount of the partnership prtifits and the share of each partner 
These partnership returns p’-ovide the detail supporting the partner- 
ship p*-ofiLs shown on the individual returns of the partners 
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Net Profit $14,400 

Distribution of Net Profit to Partners: ' 

Roy Fuller: 

Salary at 5600 a month $7,200 

Interest at 6% on ori^nal investment 720 

$7,920 

Less: One-half share of remaining debit balance ... 1,800 

Profit of Roy Fuller $ 6,120 

James Hill: 

Salary at $750 a month $ 9,000 

Interest at 69c on original investment 1,080 

$10,080 

Less: One-half share of remaining debit balance. . . 1,800 

Profit of James HiU 8,280 

Net Profit for tlie Year $14,400 


Partnership Distribution of Profit on the Profit and Loss Statement 

of tJw partners’ capital accannts. It is of value to the pai-tnei-s because 
it shovrs in detail the reasons for the changes in the proprietorship. 

If, during the 3 'eai*, Fuller withdrew S3, 500 and Hill withdrew 
§5,000, a statement of the capital accounts might be prepared in the 
following form: 


FULLER AND HILL 
Statement of Partners’ Capital Accounts 
For Year Ended December 31, 1950 




Roy Fuller 

i 

j James Hill i 



Personal 

Capital^I Personal 

Capital ' 


Capital, January 2, 1950. . 
Share of Profit for Year. , . 

6,120 

12,000 i 

8,280 

18,000 


Less Personal Drawings . . 

3,500 


5,000 

! 


Net Addition . 


2,620 


3,280 ' 


Capital, Dec. SI, 1950 . . . 


14,620 

1 


21.280 

!, 


Statement of Partners’ Capital Accounts 


Tlie proprietoi'sliip section of the balance sheet would show the 
net investments of the two partners in tlie following manner: 
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)4l 


Proi nn'Top*!iiip 

Iloj Jul'cr, Capital 
Jar"M IIilJ Capita! 

Total I’ropnelo'^'iip 


QUESTIONS 

I W hich of Ihi folloviins stnltnces arc true’ hich are fal-se’ 

a The ?a{f of a partnership asset b> a junior partner maj l»e re% oVo i by 
a senior partner 

(b) In a partnomhip Iht eldest son succeeds to the position of hU fathtr 

(c) In a -lO - CO partnership the obligation of the 40 partner !< 40^ of 
the dc*" cicnc^ due creditors 

(d) A profit of ?5 000 made on the sate of a budding and Jot contributed 
b> partner A belongs to partner A 

(c In a partnership in the al«ence of a written stalcment as 

to how profits will lie shared a SCOOO profit would be distributed 
S4 000 and 8d 000 


?14 C20 
21,250 

835,900 
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6. Young, Cox, and Russell ai'e partners in an enterprise. At the close of 
the six-month period ending June 30, 19 — , their capital accounts show 
credit balances of $10,000, $15,000, and $20,000, respectively. Their 
drawing accounts show debit balances of §2,000, 31,000, and $2,500. No 
entries have been made for salaries allowed at the rate of $250 a month 
for Young, $200 a month for Co.x, and $400 a month for Russell. The 
partners are allowed interest at the rate of 8^ per annum on invested 
capital. Profits or losses after salaries and interest ai“e dhnded equally. 
Tlie profit and loss summary account shows a credit balance of $9,000. 
Give the closing jom'nal enti'ies. 


PROBLEMS 

1. The capital accounts of A, B, and C, paitners, show balances of $10,000, 
$20,000, aiid $30,000 respectively. The partnership agreement p^o^'ides 
that eadi partnei' shall receive 5^ interest on invested capital, tliat A is 
to receive a salaiy of $5,000, and that tlie remaining profits ai*e to be 
distributed equally. 

Insiruciions: (1) Prep.are journal entries ar the end of the j^ear ro close 
the balance in the profit and loss summary accoimt to the partners’ personal 
accounts if the: 

(a) Profit is §14,000. 

(b) Profit is §5.000. 

(c) Loss is §1,000. 

v2) Prepare a sumnuary comp.aring the partners’ shares in the profit or 
loss under the three conditions illustrated above. 

2. In contemplating the formation of a partnership, B. Jackson and 
P. Harris discussed the division of profits. Jackson was to invest $11,000; 
Harris, $1,000. Jackson agreed to devote one hah of his time to the busi- 
ness: Harris, ftill time. 

(a) Jackson proposed that the profits be dirided according to the original 
capital investments. 

(b) Harris felt that profits should be dhided in the ratio of time devoted 
to business; namelj*. one third to Jackson and two thirds to himself. 

(c) Jackson then suggested that profits be dirided equallj' in order ro 
offset his larger capital investment against Harris’ devoting his full 
time to the business. 

(d) Harris finally recommended that annual salaries should be allowed — 
§5,000 to Harris and §2.500 to Jackson — and that the remaining 
profit or loss should be dirided equally. 

(e) An accountant who was consulted recommended that plan (d) be 
followed but that, in addition, each partner should be allowed 6Tc 
interest on ins original capital investment, 

Insintdiojis: (1) A^uming a profit of §12,000, prepare a summary com- 
paring the partners’ shp.res in the profit or loss under the five conditions 
mentioned above. 



CHAPTER XX 

PARTNERSHIP REORGANIZATION AND DISSOLUTION 


ADMISSION OF A NEW The admission of a new partner to a going 
PARTNER partnei-ship must be made mth the consent 

of all the other pai'tners in the business. Fm*thermore, new ai-tides of 
copartnersliip that include the futm-e profit-and-loss ratio for the 
pai'tners, as well as all other necessary prodsions applicable to the 
undertaldng, must be dra\^•n. A new pai'tner may be admitted to a 
partnership as the result of (a) the piu'chase of an interest in the 
proprietorsliip or (b) an additional investment in the partnership, 
"l^^ien an interest in the partnership is pm'chased, the proprietorship 
of the new partner is obtained from one or more of the old partners. 
W^ien an interest is obtained tlu'ough an investment, the total assets 
of the firm ai’e increased by the property invested by the new partner. 


ADMISSION OF A T\nien a share of the proprietorship in a 

pai'tiieisMp Is sold, tlie assets and the liabili- 
ties of the ni-m remain imchanged. The 
amoimt received for the new pai-tner’s interest in the proprietorsliip is 
not recorded on the pai'tneisliip books. The cliief result of the ti'ans- 
action is a ti'ansfer of a pai't of the proprietorsliip to the new pai'tner. 
I^diatever interest the new partner acquires must come from the capital 
of the selling partnei' or pai'tners. 'For example, John Irwin and Heni'j' 
Vester ai'e pai'tners, each hartng a proprietorship of $20,000. They 
sell to George Malden a one-fom'th, or $10,000, intei'est in the pai'tner- 
sliip. The amount of tliis new interest is to represent equal reductions 
in tlie capital accounts of the old pai'tners. Since the two old partners, 
instead of the partneraliip, receive the paimient made by Malden, the 
oiilj’- entry requh'ed in the books of the fii'ni is: 


Feb. 1 John Irwin, Capital 5,000 

Henry Vester, Capital 5,000 

George Malden, Capital 10,000 


To record the sale of a one-fourth inter- 
est to George Malden. 


Tliis entry does not record tlie amount paid by IMalden to the two 
pai'tners for the one-foui'th intei'est. If the partnership had been very 
profitable and ]\Ialden had been very desirous of obtaining the interest, 
he might have paid considerably more tlian $10,000 to the two pai'tners. 
Or if the two partnei^ had been eager to add IMalden to the pai'tnership, 
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ill 

th<?\ mjpht hnvc sold him the interest for less tlian $10 000 The pnce 
pmd b\ Mnldcn to Imn ind \c«aer is a pn\*atc transaction not 
entered on the partnership reeo’tls 

ADMtssiOM OF A A ne^ partner mas l>c admitted into the 
pARTNtR BY AH partnership b> mahinj: an insestment In 

IHVESTMEMT partner does not buj an 

intenst from the other partners, he makes a ness contnbution to the 
bu-iness and the proprietorship is thercbs increased For example, 
C R AUiersandO M Kemper are partners each hasmsa propnetarj 
interest of $'^ 000 On October 1,J K Pajme msests $-1 000 in cash 
in the business For this insestment he is to reccisc a propnctorship 
in the busme^.s equal to hw insestment The cntr> in general journal 
form to record this transaction is 



Oi. 20] 


PARTNERSHIP REORGANIZATION AND DISSOLUTION 


353 


FOR GOODWILL paitnersUp concern 

TO FORMER PARTNERS exceed the book ^'alue of the proprietor- 

sliip. Under sudi conditions a new pai'tner 
would need to invest more than the amount of the partnemhip interest 
lie is to receive. The siu-plus investment of the new partner maj^ be 
ci'edited to the old pai-tners, as explained in case (1) below; or it may 
cause the recording of goodvill as explained in case (2). The method 
used will depend upon the agreement among the parties. 


(1) Recording a Bonus. For example, R. B. Clai'k and A. 0. Rust 
form a partnersliip, each investing $6,000 in cash. After a few years 
the firm of Clark and Rust becomes quite prospei'ous. A sufficient 
anioimt of the profits has been added to the paidiiers’ capital accounts 
to make the ci'edit balance of each $13,500. ''i\filliam Keane ivishes to 
join the pai'tnership and is willing to invest $15,000 in cash and to 
accept a one-fomUi interest for tliis amount, although his investment 
is greater than that of either of the other two paihners. After the new 
investment of $15,000 is added to the old proprietoi'ship of $27,000, the 
new propiietoi'sliip vill total $42,000. A one-fourth interest in a $42,000 
proprietoi'ship is $10,500. Since Keane is investing $15,000 in cash 
for a $10,500 intei'est, he is, in effect, paj-ing the old pai*tners a bonus 
of $4,500 to become a member. The enti'v in genei'al journal form made 
upon the admission of Keane on Januai-y 2 is: 


Jan. 2 Gash 15,000 

T^illiara Keane, Capital 10,500 

R, B. Clark, Capital 2,250 

A. 0. Rust, Capital 2,250 


To record the admission of William 
Keane as a partner upon the invest- 
ment of $15,000 in cash. 


The capital accoimt of Clark and that of Rust are credited with 
one half of the bonus, for the partners share equally in profits and 
losses. If, for example, the articles of copai'tnei'ship of Clark and Rust 
liad stated a fixed profit-and-loss ratio of 60 per cent for Clark and 
40 per cent for Rust, the excess conti'ibution of Keane would have 
been dhided as follows: Clai'k, $2,700; Rust, Sl.SOO. The bonus 
received is abvays divided among the former' pai-tners in the profit- 
and-loss ratio that was used before tlie admission of the new pai'tner. 

(2) Recording GoodiciU. The preceding entry records the trans- 
action satisfactorily, but Keane may object to having his capital shown 
as $10,500 when he has actually invested $15,000. He is, however, 
satisfied vith a one-fom'th interest in the firm. An alternate method of 
recoi-ding the investment will avoid this objection. 
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It can be seen that since Keane is willing to invest $15,000 for a 
one-fourth interest, the value placed on the partnership is $60,000, 
that is, four times his inv^tment. The value of the partnership with- 
out the additional investment is therefore $45,000, which is $18,000 
in excess of the proprietorship shown by the partnerslup accounts. 
If Keane is willing to invest $15,000 for a one-fourth interest, the firm 
must possess certain rights, privileges, or advantages that are of great 
value. Such rights, privileges, or advantages are assets; but they are 
different from the other assets in that they are not tangible and ordi- 
narily have ralue to the business only as a going concern. They are 
therefore called intang^le assets and are shown on the balance sheet 
xmder this heading. The most common in this classification is goodwHL 
Goodwill has been defined by the Treasur>’ Department of the Umted 
States Government as “the value attached to a business over and 
above the %’alue of the physical property.” Goodwill arises when a 
business wins the favor of its customers to such an extent that the 
customers will probably return to trade in the future. 

It is not considered desirable to record goodwill as an asset unless 
it has been purchased or sold. In the example xised previously, Keane 
is willing to invest $15,000 for a one-fourth interest in a partnership 
hamg a capital of $27,000. In this case it is permissible to record the 
asset goodwill at an amoimt sufficient to increase the capital of the 
former partners so that the investment of $15,000 made by Keane 
will represent one fourth of the total proprietorship. The combined 
capital of the two former partners must therefore be increased from 
$27,000 to $45,000. The amount of the increase, $18,000, represents 
the value of the goodwill. Goodwill is set up as an asset, and its value 
is divided between the former partners in the ratio in which they 
previously shared profits and losses. Since Clark and Rust share 
profits and losses equally, the entries in general journal form made 
in the books of the new partnership upon the admission of Keane are: 
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DETERMINING THE Wlien good\^all exists in a going business and 

AMOUNT OF GOOD- becomes an item in the investment of a new 

pai-tner, there should be a recognized pro- 
cedure for determining its amount. Various ways of measming the 
amount of goodvdll exist. Two methods vdll be mentioned. (1) The 
value of goodvdll may be estimated by the capitalization of the excess 
profits. For instance, if the capital of a business is $50,000, a yearly 
return of 10 per cent, or $5,000, may be normal. If the average yearlj’- 
profit, however, is $7,000, $2,000 represents the excess profit. The 
goodwill may be determined by capitalizing the $2,000 excess profit; 
that is, by dhdding $2,000 by 10 per cent, the normal rate of profit. 
The result, $20,000, is the estimated value of the goodwill. In other 
words, the investment in tliis business might be $70,000, and still a 
10 per cent retiu'ii would be made on the capital. (2) The value of 
goodvdll may be estimated to be equal to the excess profit of several 
j^ears. If an excess j’^eaily profit of $2,000 is expected foi' at least the 
next five yeai's, the goodvdll may be estimated at $10,000 (5 times 
$2,000). 

BONUS OR ALLOW- In some cases the capital account of a new 

pai'tner may be credited with an amount in 
e.xcess of ins investment. Either of two 
methods is commonly used when a partner is admitted on such a basis. 
The method to be used viU depend upon the agi'eement among the 
pai’ties. 

(1) Recordivg a Boims. Suppose that A. B. Arnold and C. D. Hams 
ai'e partners with proprietary interests of $10,000 and $15,000 respec- 
tively. The firm needs additional capital and the seimces of W. R. 
ICi'oger, an expert in its tjqie of business. The two pai-tnera therefore 
offer ICj'oga’ a one-tlurd intei'est in the partnersliip if he vill invest 
$8,000 in cash. If the capital account of Ivi'oger is credited for the 
amoimt of his investment, $8,000, the total proprietomhip will be 
$33,000. The books should show, howevei*, that liis shai’e is one tliird. 
Therefore, the partners allow him a bonus of $3,000, which is trans- 
feiTed from their capital accounts in the profit-and-loss ratio. lii'oger 
tlien has a one-tliird, or $11,000, interest in the total proprietorship of 
$33,000. Since Ai-nold and HmTis fonnerly sliai'ed profits and losses 
equally, the entiles in general joinnal form made upon the admission 
of the new partner ai’e: 


Nov. 1 Cash 8,000 

W. R. Kroger, Capital 8,000 


To record the cash investment of 
Kroger. 


/ 
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Nov 1 A B Arnold Capital 1 500 

C D Hams Capital 1 600 

W R Kroger Capital 3 000 

To adjust the capital accounts so that 
the account of Kroger will show his 
one third interest m the partnership 

This method decreases the propnetorship of the two onginal part- 
ners It IS assumed however that the investment of Kroger and the 
service that this partner will render to the firm will in the long run 
more than offset the present disadvantage 

(2) Recording Goodmll The partners may not wish to have their 
capital reduced Since the admission of Kroger is expected to react 
favorably on the firm the old partners may prefer to set up goodv^ill 
and to credit the capital account of the new partner with an amount 
that will increase his propnetary interest to one third of the total 
capital As the combined capital of the two former partners is $25 000 
which represents two thirds of the proprietorship of the new partner 
ship the capital account of Kroger must have a credit balance of 
$12 500 Since Kroger invests $8 000 the goodwill account is debited 
for $4 500 and his capital account is credited for the same amount 
The entries in general journal form made in the books of the new part 
nership upon the admission of Kroger are 


Nov 1 Cash 

W R Kroger Cap tal 
To record the cash investment of 
Kroger 

1 Goodwill 

W R Kroger Capital 
To record the asset goodwill and thus 
to increase the capital of Kroger to 
one third of the total proprietorship 


8 000 


8 000 


4 500 


4 600 


REVALUATION OF When two businesses are consolidated an 
DAT^cfN^^ CONSOL1- examination of the assets may show that 
certain assets are recorded on the books at 
more or less than their real values Before any entnes are made in the 
books of the new organization the records of each business that is 
being consolidated should be made to show the actual values of the 
assets according to the partnership agreement 

For example the sole propnetorship conducted by Carl Walsh and 
the partnerslup of Snyder and Fisher are to be consolidated Upon 
an examination of the assets of Walsh it is found that an additional 
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allowance of $300 for bad debts should be established and tliat the 
present \'alue of the mei’cliandise inventoiy is $450 more than the 
book ^-aliie. Upon an examination of the assets of Snyder and Fisher, 
it is foimd that tire building has a present mai-ket \'alue of $5,000. which 
is $1,000 above tlie book Tmlue. 

The enti'y made on the books of Walsh to record the re\'aluation 
of Ms assets is shovm below: 

July 31 J^lercliajidise Inventory 450 

Reserve for Bad Debts . . . SOO 

Carl Walsli, Capital , . . 150 

To adjust the reserve for bad debts 
and the mercliandise inventory so that 
tlieir real values will be recorded. 

The entiy made on the books of Snyder and Fisher to adjust the 
Aiilue of their building is as follows. (The journal entry is based on the 
assumption that profits and losses ai-e shared equally by the partners.) 

July 31 Building 1,000 

Frank Snyder, Capital 500 

Robert Fisher, Capital . ... 500 

To adjust the building aniouitt. which 
has been too low. 

Afta' these correcting entiles have been made and posted, the 
opening entiles of the partnei^sliip. based on the new \*alues, are made 
in the usual mannei’. 


EFFECT OF DISSOLUTION Dissolution tei-minates tlie agi'eement tliat 
UPON A PARTNERSHIP pai-tiiersliip existence, but it does 

not necessai'ily mean the discontinuance of the business. The ad- 
mission of a new pai'tner or the consolidation of the partnei'sliip with 
anothei' fiim is an act of dissolution. The pai-tnemMp agreement is 
void; but new articles of copai'tnei'slup may be pro\'ided to define the 
altered relationship between tlie partneis. and the business may 
continue without inteiTuption. Fi-equently. however, a partnei'sMp 
may wind up its affairs aftei' dissolution and go out of existence. Some 
of tlie problems that may arise upon the dissolution of a pai'tnei'sMp 
will now* be discussed. 

RETIREMENT OF A ^dien a member retires from a parrnersMp, 
PARTNER intei'est may be piu'chased by one of the 

othei' pai'tnei's. The entry required in such a case is a debit to tlie 
proprietoreliip account of the one who is retuing and a credit to tlie 
proprietoisMp account of tlie otliei' partnei'. This entiy is made regard- 
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less of the amount paid for the interest of the retirmg partner, since 
the pajTnent represents a transaction between two individuals and 
consequentlj does not affect the records of the partnership 

If upon retirement a partner withdraws assets of the busmeas the 
assets may be (1) equal in value to his propnetorship (2) greater m 
value than his proprietorship or (3) less m \'alue than his propnetor 
ship 

If the assets are equal to his propnetorship it is necessary onlj to 
debit his propnetorship account and to credit the accounts with the 
assets 

If because of the unusua!l> prosperous condition of the firm or 
for any other reason the retinng partner is gi\en assets greater m 
value than the book \alue o' his propnetorship the total propnetorship 
of the other partners is decreased For example Gilbert Nurre and 
Hunt are equal partners in a business having a total propnetorship of 
$45 000 Nurre wishes to withdraw from the partnership but the 
busmess has been so unusually prosperous that he is not willing to give 
up his interest for $15 000 its book value The partners agree to 
permit him to withdraw $18000 as his share of the busmess The 
entrj in general journal form on Maj 31 to record this inthdrawal is 

May 31 Frank Nurre Capital 15 000 

John Gilbert Capital 1 oOO 

Peter Hunt Capital 1 500 

Cash IS 000 

To record the withdrawal of Nurre 
who was allowed $18 000 for his inter 
est in the business 


Under certain circumstances a partner ma> be willing to tvithdraw 
from a partnership and to accept assets of less worth than the book 
value of his mterest Dillon Rowe and Wallace are equal partners 
in a busmess hating a net propnetorship of $27 000 Rowe is aimous 
to withdraw but he realizes that if he forces a sale the assets will not 
bnng their book value He is therefore tvillmg to accept $8 000 m 
cash which is $1 000 less than the book value of his interest The 
entry in general journal form to record the withdrawal is 

Aug 31 C R Rowe Capital 9 000 

Cash 8 000 

H P Dillon Capital 500 

R F Wallace Capital 500 

To record the withdrawal of Rowe 
who was allowed $8 000 for his in 
terest m the business 
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DEATH OF A PARTNER gince the death of a pailner automatically 

dissolves the pai'tnership, the books should 
be closed inuuediately and the profit or the loss since the last closing 
date should be determined and distiibuted in accordance with the 
pai'inereliip agi-eement. The balance of the capital account of the 
deceased may then be ti'ansfeived to a liability account with the estate. 
The sm'tntnng partners may di'aw up new aiticles of copai-tnership and 
either continue in the business by themselves or admit a new partner. 

LIQUIDATION OF A W^ien a partnership is to cease operation and 
PARTNERSHIP liquidation is to take place, it is necessary 

fii'st to ascei'tain the net profit or the net loss to date and to distiibute 
it to the paitaiers’ accounts so that the net proprietoreMp of each 
partner will be sho\ni. It is necessaiy then to convert the assets into 
casli. 'W^ien cash has been realized, it is applied in the following 
manner: 

1. To pay creditors. 

2. To return rbe capital belonging to the partners. 

The process of liquidation is illusti*ated by the following example. 
Read. Howard, and Hmdey are partners who di^^de profits in the lario 
of 50 per cent, 30 per cent, and 20 per cent respectively. They decide 
to dissolve the partna'ship on Jmie 30. The books are closed prepara- 
tory to liquidation, and a balance sheet is prepared. A condensed 
form of tlie report is shovm below: 


READ. HOWARD. AND HURLEY 
Balaxce Sheet 
JuxE 30. 1050 


Assets 

32,000 

1 

Liabilities .... . ‘ 

Proprietorship: 

R. S. Read. Capital < 

O. A. HoTrard. Capital. J 

P. M. Hurley. Capital . . > 

i 

2.000 || 
i 

10.000 “ 
10.000 
10,000 j 

Total Assets 

1 

32.000 

Total Liab. and Prop j 

1 

s 

32.000 :■ 

tf 

— ,i 


The assets are sold for 342.000: the profit on the sale of the a^ets 
is disti'ibuted in the profit-and-loss ratio: the liabilities are paid: and 
the remainder of the cash is then distiibuted according to the invest- 
ments of tlie partners. 
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The entnes in general journal form on June 30 to record these 
transactions are 

June 30 Cash 42,000 

Assets 32,000 

Loss and Gam on Sale of Assets 10,000 

To record the sale of the assets 

30 Loss and Gain on Sale of Assets 10,000 

R S Read, Capital 5,000 

0 A Howard, Capita) 3,000 

P hi Hurley, Capital 2,000 

To distribute the profit from the sale 
of the assets to the partners' capital 
accounts m the profit and loss ratio 

30 Liabilities 2,000 

Cash 2,000 

To record the payment of the liabili- 
ties 

SO R S Read Capital 15,000 

0 A Howard, Capital 13,000 

P M Hurley, Capital 12,000 

Cash 40,000 

To distribute the remaining cash ac- 
cording to the balance of the partners’ 
capital accounts 


If a loss had resulted from the sale of the assets, it would have 
been divided among the partners in the profit-and-loss ratio before 
an> payment was made to the partners on their investment 

For instance, assume that the assets of Read, Howard, and Hurley 
are sold for onl> $22,000 The entnes in general journal form are shown 
below 


June 30 Cash 22,000 

Loss and Gam on Sale of Assets 10 000 

Assets 32,000 

To record the sale of the assets 

30 R S Read, Capital 5,000 

0 A Howard, Capita) 3,000 

P M Hurley, Capital 2,000 

Loss and Gain on Sale of Assets 10,000 

To distribute the loss on the sale of 
the assets to the partners’ capital ae 
counts lo the prafit-and-foss ratio 

30 Liabilities 2,000 

Cash 

To record the pajTnent of the liabili- 


2,000 
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30 R. S. Read, Capital 5,000 

O. A. Howard, Capital 7,000 

P. M. Hurley, Capital 8,000 

Cash 20,000 


To distribute the reiuaiuing cash ac- 
cording to the balances of the part- 
ners’ capitnl accounts. 

The part of a loss charged to the ctipitel account of a partner may 
sometimes be gi'eatei* than the partner’s investment. The debit balance 
of the capital accotmt wall therefore represent an amomit ovred to the 
other partners. The remaining cash will not be sufficient, however, to 
pay the othei' partners mitil the partner whose accoimt has a debit 
balance pa^^ the amoimt that he owes. In tins case cash should be 
distributed in sucli a mannei’ that, if the pai'tner is imable to pay, the 
others vill bear tliis additional loss in tiie profit-and-loss ratio that 
exists between themselves. To illustrate, assume that the assets of 
Read, Howard, and Hiuley realize only $7,000. The entiles in general 
jomiial form ai'e as follows: 


June 30 Cash 7,000 

Loss and Gain on Sale of Assets 25,000 

Assets 82,000 

To record the sale of the assets. 

80 R. S. Read, Capital 12.500 

O. A. Howard, Capital 7.500 

P. M. Hurley, Capital 5,000 

Loss and Gain on Sale of Assets 25,000 

To distribute the loss on the sale of 
the assets to the partners' capital ac- 
counts in the profit-and-loss ratio. 

so Liabilities ■ 2.000 

Cash 2.000 

To record rhe payment of the liabili- 
ties. 

30 0. A. How.ard. Capital 1,000 

P. M. Hurley, Capital 4,000 

C.ash 5,000 

To distribute the remaining cash to 
Howard and Hurley so that the bal- 
ance in their accounts Tvill be in the 
profit-and-loss ratio of 3/5 and 2/5. 


Before the last joimial entry was made, the capital accoimts of the 
partners had the following balances: R. S. Read, $2,500 (debit); 
0. A. Howard. $2,500 (credit): and P. jM. Hmley, $5,000 (credit). 
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Only $5,000 in cash ^\as available for distribution to Howard and 
Hurley, whose net capital totaled $7,500; but $2,500 was due from 
Read. Howard and Hurley conadered Read’s debt to the partnership 
as a possible loss and divided it among themselves on the basis of their 
profit-and-loss ratio of 30 per cent and 20 per cent, or 3/5 and 2/5 
respectively'. Howard received $1,000 in cash ($2,500 capital — $1,500 
possible loss), and Hurley received $4,000 ($5,000 capital — $1,000 
possible loss). The capital account of Howard now has a credit balance 
of $1,500; ttet of Hurley, a credit balance of $1,000. By distributing 
cash in this manner, the partners will absorb the $2,500 loss in their 
profit-and-loss ratio if they cannot collect from Read. Read’s debit 
balance should not be closed into the capital accounts of the other 
partners until it is definitely found that collection from Read is im- 
possible. If collection is made on July 10, the following entries, which 
are shoiTO in general journal form, nill close the rest of the accounts 
in the ledger of the partnership: 

July 10 Cash 

R. S. Read, Capital 
To record the cash recei\ed from Read 
to pay his indebtedness to Howard 
and Hurley 

10 0 A Howard, Capital 1,500 

P M Hurley, Capital 1,000 

Cash 2,500 

To distnbute the cash receued from 
Read according to the balances of the 
other capital accounts 


2.500 

2,500 


SIGNIFICANCE OF THE The partners may agree to distribute profits 
^coifNTS ^^***^^*’ and losses in any way they wish, irrespective 
of their capital interest in the partnership, 
although, as already explained, one basis of distribution is the invest- 
ments of the partners. Although the partners’ investments may* not 
affect the division of profits and losses, they will determine the amounts 
of the claims that the partners may' have upon the assets when the 
partnersWp is dissolved for any reason. 


QUESTIONS 

1. If Quigley sells to TOllard his interest m the partnership of Quigley 
and Wittman, what entry is required in the partnership books? Does 
it reflect the selling pnce? Explain. 
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2. If the paj'tnership of Jansen and Clement takes over a building owned 
by Clement tliat cost him $20,000 but that is valued for tlie partnership 
at $30,000, should goodmll be debited for $10,000? Explain. 

3. Tiemann and Lyons ai*e partnei-s hamng equal intei-ests in a $10,000 
pai-tnei-ship. Rogei-s invests $S,000, and receives a one-third interest in 
the partnei'ship. Give journal entiles showing two methods of recording 
tlie admission of Rogei's. 

4. Duffy and Wilcox are pai*tnei*s vdth investments of $10,000 and $15,000 
respectiveb^ Duffy receives two thirds of the profits; Wilcox, one third. 
Carter invests $10,000 and is given a one-fifth interest in the partnership, 

(a) Give journal entiies showing two methods of admitting Carter to the 
pai'tnei'ship. (b) Assume that Carter invests $8,000 and is given a one- 
third interest Give journal entiles. 

5. Adams and Baker are pai'tnei-s ha\dng investments of $16,000 and 
$8,000 respectively and shaiing profits and losses equally. Give the 
journal entiy for the admission of Donald as a partnei* under each of the 
following conditions: 

(a) Donald pays Adams $10,000 for one half of his interest. 

(b) Donald is given a one-third interest for an investment of $18,000 
(bonus method). 

(c) Donald pays Adams and Baker $6,000 each for a one-third interest 
in the partnership. 

(d) Donald invests $6,000 and receives a one-fourth interest (goodwill 
method). 

6. James, Roy, and Towne stai’t a partnei'ship on Januarv' 2. James 
invests $12,000; Roy, $8,000; and Towne, $4,000. On December 31 they 
decide to dissolve the pai'tnei'ship. After pajing tlieir debts, they have 
$6,000 in casli. How muclx should be paid to each pai'tnei'? 

7. An accounting writei* has refeired to goodwill as a "master valuation 
accoimt.” Consideiing “valuation accounts” as presented in Chaptere 
XIII and XIV and "goodwill” as presented in this chapter, do 3 *ou agree 
with tlxis statement? 

8. William Lindell and Ai-thur hIcNeil are partners xvith capital invest- 
ments of $15,000 and $10,000 respectively. They share profits and losses 
in proportion to capital investments. Walter Greenup is to be admitted 
as a paJ'tner'. Record in joxinial form the entries necessary to sliow the 
admission of Greenup mrdei* eaclr of the following conditions: 

(a) Greenup invests $25,000 and receives a one-half interest in the part- 
nership. 

(b) Greenup invests $20,000 and receives a one-half interest in the part- 
nership. (Do not use goodwill.) 

(c) Greenup invests $20,000 and receives a one-third interest in the 
partnership. (Show goodwill.) 
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(d) Greenup buys one half of the interest of each partner, paying Lindell 
$9,000 and McNeil $6,000 respecti>ely 

(e) Greenup buj*3 one third of Linddl’s interest for $6,000 and one half 
of McNeil s interest for $6,000 

(f) Greenup invests $25,000 and receives a one third interest in the 
partnership (Use goodwill ) 


PROBLEMS 

1 Miller and George are partners sharing profits 80% and 20% respec- 
tively On January 2 their interests m the firm are as follows Miller, 
$12,000, and George, $4,000 Henry is admitted as a partner upon the 
investment of $5,000 m cash 

Instructions Record the investment by Henry in general journal form 
under the following conditions 

(1) Henry is given a one-third interest, goodwill being recorded 

(2) Henry is given a one-third interest a bonus being allowed to the new 
partner 

(3) Henry is given credit for the actual investment made 

(4) Henry is given a one-seventh interest goodwill being recorded 

(5) Henry is given a one seventh interest a bonus being allowed to the 
old partners 

2 On December 31, Grant is retiring from the partnership of Bogert, 
Freedman, and Grant, who share profits equally The balance sheet on 
that date is given below 


BOGERT FREEDMAN, AND GRANT 
Balance Sheet 
December 31 19 


Cash 

20.000 

Liabilities 

5,000 

Other Assets 

30 000 

Bogert, Capital 

20,000 



Freedman, Capital 

15 000 



Grant, Capital 

10,000 

Total Assets 

50,000 

Total Liab and Prop 

50 000 






Instructions Construct general journal entries for Grant’s wnthdrawal 
under the following circumstances 

(1) Grant sells bis interest to Bogert, he receives Bogert’s personal note 
for $9,000 

(2) Grant sells his interest to Rhine, whom Bogert and Freedman have 
agreed to accept as a partner, for $12 000 cash 
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(3) Grant accepts §3,000 less than tlie book value of his interest and is 
paid in cash by the remaining partners. 

(4) Grant withdraws §8,000 in cash and accepts a note from Bogert and 
Freedman for the remainder, equal in total to his proprietorship. 

(5) Grant nnthdran’s §8,000 in cash and §4,000 in other assets in exchange 
for his interest. 

3. The balance sheet of tlie firm of A, B, and C just prior to liquidation 
is as follows: 


A, B, AND C 

B. ^lance Sheet 
June 30, 19 


Cash 

5,000 

Liabilities 

16,000 

Other Assets 

45.000 

A, Capital 

20,000 


B, Capital 

10,000 



C, Capital 

4,000 

Total Assets 

50,000 

Total Liab. and Prop 

50,000 


A, B, and G sliare profits in tlie ratio of f, and i. 

Jns/rJifh'oHs: Prepare general journal entries to record the liquidation 
under each of the following circumstances, considered indi\idually: 

(1) If all of the other assets are sold for §50,000. 

(2) If all of the other assets are sold for §35,000. 

(3) If all of the other assets are sold for §20,000. 


4. The pai'tnei'sliip of hlorris and William has the following post-closing 
trial balance on December SI of the current year: 


lyl ORRIS AND WILLIAM 
Post-Closing Tri.al B.al.ance 



December 31, 19 — 


Cash 

11.000 

20,000 

12,000 

6.000 

1.500 

3.500 j 

23.000 j 

21.000 i 

f 

Accounts Receivable 

Merchandise Inventory 

Equipment 

Res. for Depr. of Equipment 

Accounts Pavable 

Prank il orris. Capital 

Walter William, Capital 

49,000 

49,000 j 


It is agreed that a new partner, Robert Shiller, is to be admitted to 
the partnerslup. 
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Inztrudions (1) Prepare general journal entries to correct the books of 
Moms and William before the new partnership was formed In making the 
corrections, assume that Moms and William share benefits equally The 
corrections are 

(a) A reserve for bad debts amounting to 5% of receivables is to be set up. 

(b) Merchandise in the amount of $2,000 is found to be obsolete and 
unsalable 

(c) Vanous unpaid vouchers amounting to $400 were not included m 
accounts payable at December 31 

(2) Prepare a new post-closing trial balance for the balance for the part- 
nership of Moms and William after the foregoing corrections 

(3) Record the admission of Robert Shiller as a partner, using the bonus 
method Shiller invests cash, $5,400, merchandise, $15,000, equipment, 
$5,000 He 13 to receive a one third interest in the partnership and the profits 

(4) Prepare a balance sheet for the new partnership of Moms, William, 
and Shiller as of January 1 of the following year 



PRACTICE SET No. 2 


Part 1 

Preliminary Instructions. The purpose of this practice set is to provide 
terial that requires the application of the principles discussed in pre- 
ing chapters. The set is divided into two parts. Part 1 includes the 
nsactions for July of a partnership that operates a retail paint busi- 
s. Part 2, which follows Chapter XXIV, includes the transactions for 
?ust of the same business. The business is incorporated on August 1. 
Although the transactions are typical of those completed by a retail 
nt business, the purpose of the set is not to illustrate the methods and 
records of a particular tj^pe of business, but rather the general princi- 
3 followed by all businesses. 

The books of original entry consist of: 

(1) A general journal with columns headed General Dr., General Cr., 
Accounts Receivable Cr., Social Security Taxes Dr., Federal Old-Age 
Benefit Tax Payable Cr., State Unemployment Tax Payable Cr., 
and Federal Unemployment Tax Payable Cr. 

(2) A sales journal similar to the one illustrated on page 828. 

(3) A cash receipts journal with columns headed General Ledger Cr., 
Accounts Receivable Cr., Sales Cr., Sales Tax Payable Cr., Sales 
Discount Dr., and Cash Dr. 

(4) A voucher register similar to the one illustrated on pages 276 and 277. 

(5) A check register with columns headed Vouchers Payable Dr., Pur- 
chases Discount Cr., F.O.A.B. Tax Payable Cr., Federal Income Tax 
Withheld Cr., and Cash Cr. 

(6) A petty cash book similar to the one illustrated on page 259. 

(7) A note receivable register similar to the one illustrated on pages 262 
and 263. 

(8) A note payable register similar to the one illustrated on pages 264 and 
266. 

At the end of the month the posting is to be proved by a trial balance, 

1 schedules of the accounts receivable and the unpaid vouchers are to 
prepared. In addition, an eight-column work sheet, a balance sheet, 

I a profit and loss statement are to be prepared; the accounts ai’e to be 
usted and closed; a post-closing trial balance is to be taken; and revei's- 
entries are to be recorded as of the first day of the next month. 

In actual practice, cash would be proved, a deposit made, and the 
ividual accounts posted on each day. Because of the comparatively 
all number of transactions in the set, however, this work will be com- 
ted only at the times indicated in the narrative of transactions. 
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The general ledger accounts to be used are 


Cash 

Petty Cash 
Notes Recenable 
Interest Receu able 
Accounts Recenable 
Reserve for Bad Debts 
Merchandise Inv entory 
Store Equipment 

Reserve for Depreciation of Store 
Equipment 
Dehvery Equipment 
Reserv e for Depreciation of Dehverj 
Equipment 
Office Equipment 

Reserve for Depreciation of Office 
Equipment 
Building 

Reserve for Depreciation of Building 
Land 

Store Supplies 

Office Supplies 

Prepaid Insurance 

Prepaid Interest on Notes Pa>able 

Notes Pa>able 

Interest Pa> able 

Vouchers Pajable 

Federal Old Age Benefit Tax Payable 
Federal Unemploj ment Tax Pajable 
State Unemployment Tax Paj'able 
Federal Income Tax Withheld 
Sales Tax Paj able 
Accrued PajToll 
Federal Income Tax Payable 
Property Taxes PayaWe 
Mortgage Paj able 
A C Adams, Capital 
A C Adams, Personal 
M R Parker, Capital 
M R Parker, Personal 
Preferred Stock, 6% 


Common Stock 

Premium on Preferred Stock 

Earned Surplus 

Profit and liOss Summarj 

Sales 

Sales Returns and Allo\%ances 

Purchases 

Freight In 

Purchases Returns and Allo^^ances 
Sales Salaries 
Advertising Expense 
Depreciation of Store Eqmpment 
Store Supplies Used 
Expired Insurance on ilerchandise 
Expired Insurance on Store Equip- 
ment 

Miscellaneous Selling Expense 
Delivery Salaries 

Depreciation of Dehverj Equipment 
Expiied Insurance on Deliv erj 
Equipment 

Miscellaneous Dehverj Expense 
Repairs on Building 
Depreciation of Building 
Expired Insurance on Building 
Property Taxes 
Officers Salanes 
Office Salanes 
Social Secunty Taxes 
Rent Expense 

Depreciation of Office Equipment 
Office Supplies Used 
Expired Insurance on Office Equip 
Toent 

Loss from Bad Debts 
hliscellaneous General Expense 
Purchases Discount 
Interest Income 
Sales Discount 
Interest Expense 


Instructions (1) Open the general ledger accounts, numbenng the pages 
consecutivelj Not all of these accounts will be used dunng the first month of 
this practice set, but all should be opened at this time 


The balance sheet of June 30 of Adams &, Parker, who operate a retail 
paint business, is as given on the following page 
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ADAMS & PARKER 
Balance Sheet 
June 30, 19- 


Assets 




~ 

Current Assets; 





Cash 

3 117 

15 



Notes Receivable 

’950 

00 



Interest Receivable 

7 

54 



Accounts Receivable 3,358.90 





Less Reserve for Bad Debts .... 112 . 09 

3,246 

81 



Merchandise Inventorv 

32,738 

25 



Total Current Assets 



40,059 

75 

Fixed Assets: 





Store Equipment 1,500 . 00 





Less Reserve for Depreciation . 300 . 00 

1,200 

00 



Delivery Equipment 1,200 . 00 





Less Reserve for Depreciation 480 . 00 

720 

00 



Oflice Equipment 700.00 





Less Reserve for Depreciation. 210.00 

490 

00 



Total Pi.xed Assets 



2,410 

00 

Deferred Charges to Expense: 





Store Supplies. . 

160 

00 



Olhce Supplies 

90 

00 



Prepaid Insurance 

70 

00 



Total Deferred Charges to Expense 



320 

00 

Total Assets 



42,789 

75 

Liabilities 





Current Liabilities: 





Notes Payable 

1,550 

00 



Interest Payable 

7 

89 



Vouchers Payable 

4,724 

90 



Federal Old-Age Benefit Tax Payable .... 

127 

40 



Federal Unemployment Tax Payable 

38 

00 



State Unemployment Tax Payable 

171 

99 



Federal Income Tax Withheld 

237 

90 



Sales Tax Pavable 

224 

85 



Total Current Liabilities 



7,083 

15 

Proprietorship 





A. C. Adams, Capital 

17,853 

30 



hi. R. Parker, Capital 

17,853 

30 



Total Proprietorship 



35,706 

60 

Total Liabilities and Proprietorship 


1 

42,789 

75 


Inslntcfions: (2) Jtake the opening entry in the General Dr. and Cr. 
columns of the general journal from the balance sheet. Post the entry. 
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The customers’ accounts m the accounts receivable ledger are as 
follows 

T W Burke, 1330 Meier St., City 
H V Caldwell, Elmwood 
Carter Construction Co , 835 Chapel St,, City 
Damon Building Co , 122 Somerset, City 
George W Emerson, 561 Carlisle, City 
J R Ferns 411 Forest A\e , City 
C W Hamson, 8100 Beech Dme Ci^ 

Haines Construction Co , Ludlow 

Kennedy Contractmg Corporation, 221 Lyons St , City 

Robert J Kirk, 1974 Sutter St , City 

Henry B Lange, 910 Mound Ave , City 

Roy D Lucas, 3950 Delmar St , Cit> 

Masters Housing Corporation, 2723 Euclid St , City 

Meade "Wall Paper &. Paint Co , 4028 Eastern A^ e , City 

Nelson Homes Co , 838 Park St , City 

Walter T Perrj , Hamilton 

Wilham W Ragan 125 W Robbins City 

L E Snider, Hamilton 

E A Tate 409 Pike Ridge, City 

Fred M Warren, 3019 Alpine St , City 

/rtsiruchons (3) Open the accounts in the accounts receivable ledger, 
arranging the accounts m alphabetic order 


The details of accounts receivable on June 80 are 




Date of 


Sales 

NaH£ 

Terms 

USFAn? 

Invoice 

Sales 

Tax 

T W Burke 


June 21 

5195 30 

$ 3 91 

H V Caldwell 


June 13 

175 00 

3 50 

Carter Construction Co 

2A0 

June 26 

312 75 

6 26 

Damon Building Co 

2/10 

June 23 

292 86 

5 86 

George W Emerson 


May 31 

137 45 

2 75 

J R Ferns 


June 6 

175 00 

3 50 

Hames Construction Co 

2/10 

June 25 

261 00 

5 22 

C W Hamson 


June 25 

112 50 

2 25 

Kennedy Contracting Corp 

2/10 

June 24 

279 45 

5 59 

Robert J Kirk 


June 1 

155 75 

312 

Roy D Lucas 


Mar 15 

105 00 


Masters Housmg Corp 

2/10 

June 26 

202 95 

4 06 

Meade Wall Paper &. Paint Co 

2/10 

June 25 

220 95 

4 42 

Nelson Homes Co 

2/10 

June 24 

337 50 

6 75 

Walter T Perry 


June 18 

100 75 


L E Smder 


June 18 

200 00 


Fred M Wairea 


Feb 6 

37 50 





53,301 71 

$ 57 19 




3,301 71 

Total Accounts Receivable 



53,358 90 
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Insintctions: (4) Record the balances in the appropriate customers’ ac- 
counts. 

Contractors and painters receive a cash discount if payment is made 
within 10 days of the date of the invoice. All accounts are due by the tenth of 
the month following the month in which the purchase was made. 

The date of each sale should be shown in the Items column. The special 
terms allowed contractors should also be entered in the Items column. 


The unpaid vouchei's in the vouchers payable file ai'e as follows: 


Date 

VCHR. 

No. 

Najie 

Date of 
Invoice 

Terms 

Amount 

May 27 

312 

Frazier & Gerard 

May 25 

n/60 

375.00 

June 10 

331 

Maxwell Glass Co. 

June 8 

l/30,n/60 

475.50 

11 

335 

Levds Glass Co. 

June 10 

l/30,n/60 

565.75 

15 

346 

Hayden & Co. 

June 15 

n/30 

56.75 

15 

347 

Carej>- Brushes Corp. 

June 17 

2/15,n/30 

198.50 

17 

351 

Datison Hardware Co. 

June 18 

2/15, n/30 

237.50 

17 

352 

O’Keefe Supply Co. 

June 18 

2/15,n/30 

348.00 

19 

355 

Irvin & Sons 

June 20 

2/15,n/60 

160.00 

22 

360 

Barron Bros. 

June 24 

2yl0,n,30 

649.90 

28 

366 

Potter Paint & Paper Co. 

June 27 

l/30,n/60 

325.00 

29 

368 

Burgess Paint Co. 

June 28 

l/10,n/30 

350.00 

29 

369 

Ramsey Wholesale House June 28 

l/30,n/60 

525.00 

29 

370 

Spangler Supply House 

June 28 

l/30,n/60 

458.00 


Total Vouchers Payable $4,724.90 


Ivslruciwns: (5) Enter the unpaid vouchers in the voucher register in 
numerical order. Foot the Vouchers Payable Cr. column, check the footing 
with the balance of the vouchers payable account in the general ledger, record 
tlie total, and rule with single and double lines. Place a check mark directly 
below the total to indicate that this total need not be posted. 


The notes receivable on hand ai'e as follows: 

Note for $400 signed by William W. Ragan, dated April 16, our No. 19, pay- 
able at the Union National Bank, time 90 daj’s, interest 6%. 

Note for $300 signed by Nelson Homes Co., dated Llay 11, omr No. 21, payable 
at Liberty- Bank & Th-ust Co., time 60 daj^s, interest 69c- 
Note for $250 signed by Carter Construction Co., dated June 29, our No. 25, 
payable at National Hamilton Bank, time 60 dat's, interest 69c- 

hisirudwns: (6) Record the details of the notes receivable in the notes 
receivable register. 
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The notes payable are as follows: 

Note No 8, payable to Eilerson Company, dated April 13, payable at the 
City National Bank, time 90 days, interest 4%, face, $350 
Note No 10 payable to Joslin’s Pamter Supply Company, dated May 9, 
payable at the City National Bank, time 60 days, interest 6%, face $550 
Note No 13, payable to 0 Keefe Supply Company, dated June 29, payable 
at the City National Bank, time 60 days, interest 5%, face $650 

Inslruchons (7) Record the details of the notes payable m the notes 
payable register 

Insiruchons (8) Enter the cash balance in small pencil figures in the 
Explanation column of the cash receipts journal for use in proving cash dunng 
the month 


/nslrwchoMs (9) Under date of July 1 record the reversing entries for 
interest receivable and interest payable 


Narrative of Transactions for July 

Juli/ 1 Sent a check to Carey Brushes Corporation in payment of Voucher 
No 847 less discount Number the checks beginning uith 361 

July 1 Prepared a voucher and issued a check to establish a petty cash 
fund of $25 from which small payments of $5 or less are to be made (All 
payments of more than $5 are made by check ) Number the vouchers begin 
ning with 375 

July 1 Prepared a voucher and issued a check for $350 to the Peterson 
Realty Co for July rent 

July 1 Received checks from customers as follows 
Damon Building Co , $292 86, to balance its account. 

Nelson Homes Co , $337 50, to balance its account 

July 2 Paid $2 15 from the petty cash fund for repairs on a type^Titer. 
(Number the petty cash vouchers beginning with 1 ) 

July 2 Sent checks to the following creditors 

Davison Hardware Co , m payment of Voucher No 351 less discount, 
O’Keefe Supply Co , in payment of Voucher No 352 less discount 
Barron Bros , m payment of Voucher No 360 less discount 

July 3 Made the following sales on account 

Sale No 661, T W Burke, $88 34, sales tax, $1 77, total in\ oice, $90 11 
Sales No 662, C W Harnson, $253 30, sales tax, $5 07, total invoice, 
$258 37 

July S Received checks from customers as follows 

Kennedy Contracting Corporation, $279 45, to balance its account less 
discount 

Haines Construction Co , $261, to balance its account less discount. 

J R Ferns, $178 50, to balance his account 
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July 5. Made the following purchases on account: 

Burgess Paint Co., merchandise, $902.76. Invoice dated July 2; terms, 
l/10,n/30. 

Carey Brushes Corporation, merchandise, $709.10. Invoice dated July 
3; terms, 2/16,n/30. 

July 5. Sent a check to Irwin & Sons in payment of Voucher No. 355 less 
discount. 


July 6. Made the following sale on account: 

Sale No. 663, Damon Building Co., $136.57; sales tax, $2.73; total in- 
voice, $139.30; terms, 2/10. 

July G. Received checks from customers as follows: 

Masters Housing Corporation, $202.95, to balance its account less discount. 

Carter Construction Co., $312.75, to balance its account less discount. 

July 6. Paid $4.95 from the petty cash fund for the preparation of sales 
letters. 

July 6. Prepared a voucher and issued a check for the payroll for the 
week. The following data are provided by the payroll clerk and may be used 
as a basis for the entries: 


Sales Salaries $325.00 

Delivery Salaries 65.00 

Office Salaries 100.00 


Total of Payroll $490 . 00 

Deductions: 

Employees’ share of Federal old-age benefit tax $ 4.90 
Employees’ income tax withheld 18.80 

Total Deductions 23.20 


Amount Paid $466.80 

July 6. Recorded the company’s liability for its share of the federal old- 
age benefit tax and for its federal and state unemployment taxes. The data 
provided by the payroll clerk for this entry are as follows: 

Federal old-age benefit tax $ 4.90 

State unemployment tax 13.23 

Federal unemployment tax 1.47 


Total social security taxes $19.60 

July 6. Cash sales for the week, $1,478.40. Sales tax collected, $29.67. 


July 8. Received from Walter T. Perry a check for $100.75 to balance 
his account. 

July S. Made the follovdng purchase on account: 

Ramsey Wholesale House, merchandise, $142.20. Invoice dated July 6; 
terms, 2/10,n/80. 

July S. Prepared a voucher and issued a check to Joslin’s Painter Supply 
Co. in payment of our note No. 10 and interest due today. 
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July 8 Sent checks to the following creditors 

Maxwell Glass Companj, m payment of Voucher No 331 less discount. 
Burgess Paint Company, in payment of Voucher No 368 less discount 
July 8 Received from L E Smfer his 30 day, 6% note for $200 in pay 
ment of his account This note was dated July 8 and is payable at the First 
National Bank Use the number 26 as the number for this note when you 
enter it in the notes receivable registo* 

July 9 Made the following sales on account 

Sale No 664 Carter Construction Co , $339 07, sales tax $6 78 total 
invoice $345 85 terms 2/JO 

Sale No 66o Hames Construction Co $710 55, sales tax, $14 21, total 
invoice, $724 76 terms 2/10 

July 9 Prepared vouchers and sent checks to the following 
Collector of Internal Revenue, $127 40 for quarterly payment of federal 
old age benefit tax 

Collector of Internal Revenue, $237 90, for quarterly payment of income 
tax withheld 

Bureau of Unemployment Compensation $171 99 for quarterly payment 
of state unemployment tax 

Department of Taxation, $224 85 for monthly payment of sales tax 
July 9 Received from H V Caldwell his 30 day 6% note for $178 60 
m payment of sale of June 13 This note was dated July 9 and is payable at 
the Union National Bank 

July 9 Received a credit memorandum from Carey Brushes Corporation 
for $181, merchandise returned on Voucher No 378 

July 10 Received checks from customers as follows 
Nelson Homes Company $303 inpayment of note and interest due today 
Meade Wall Paper S. Paint Co $225 37 to balance its account 
T W Burke, $199 21, in payment of sale of June 21 

July 10 Made the following purchases 

Hayden & Company, office auppUes $85 40 Invoice dated July 10, 
terms cash Issued check in payment 
Potter Paint &. Paper Co , merchandise, $148 11 Invoice dated July 9, 
terms, 1/30 n/60 

July 10 Received from George W Emerson his 60 day, 6% note for 
$140 20 in payment of sale of May 31. This ante was dated July 10 and is 
payable at the First National Bank 

July 10 Sent a check to Lewis Glass Company in payment of Voucher 
No 335 

July 11 Made the following sale on account 

Sale No 666 Kennedy Contrachng Corporation, $175 95 sales tax, 
$3 52, total invoice, $179 47, terms 2/10 
July 11 Give the deliveryman $2 80 from the petty cash fund for repairs 
to the delivery truck (Charge Miscellaneous Delivery Expense ) 

July 11 Made the following purchase 

Moms Supply Company, store suppbes, $55, terms, cash Issued check 
in payment. 
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Jnhj 11. Paid Charles Dawes $15 for washing windows and cleaning 
office. (Charge IMiscellaneons General E.xpense.) 

J7ihj IS. Made the follomng sales on account: 

Sale No. G67, Henry B. Lange, $91; sales tax, $1.82; total invoice, $92.82. 

Sale No. 668, Nelson Homes Co., $718.65; sales tax, $14.37; total invoice, 
$733.02; terms, 2/10. 

Jiihj IS. Prepared a voucher and issued a check to Eilerson Company in 
payment of our not.e No. 8 and interest due today. 

Jnlii IS. Paid the Daihj Times $75 for advertising. 

Jiihj IS. Paid the Broadway Garage $10.50 for repairs on delivery truck. 
(Charge Miscellaneous Delivery Expense.) 

JnJy IS. Sent Burgess Paint Co. check in payment of Voucher No. 377. 

Jvhj IS. Paid A. C. Adams $16.75 to reimburse him for entertaining 
customers. (Charge kliscellaneous Selling Expense.) 

Jnbj IS. Issued credit memorandum to Haines Construction Company 
for $107.10: merchandise returned, $105: sales tax, $2.10. 

July IS. Paid salaries for the week. Recorded the deductions for federal 
old-age benefit tax and the employee’s income tax and the company’s liability 
for its share of the federal old-age benefit tax and for its federal and state 
unemployment taxes. Salaries, deductions, and taxes were the same as on 
July 6. 

July IS. Cash sales for the week, $1,816.22. Sales tax collected, $36.32. 

Prove cash. The cash balance is $2,100.54. Cash is proved by comparing 
this balance with the sura of the cash on hand at the beginning of the month 
plus the cash receipts minus the cash payments. The totals may be entered 
in small pencil figures in the cash columns in the cash receipts journal and the 
check register, and the balance may be entered in small pencil figures m the 
explanation column of the cash receipts journal so that the amounts entered 
before this cash proof will not have to be used when cash is proved again. 

Post from the various journals to the customers’ accounts in the accounts 
receivable ledger. In actual practice this posting would be completed daily, 
but because of the comparatively small number of transactions in this set, 
the posting wll be completed only at the times indicated in the narrative of 
transactions. 

July 15. Received from William W. Ragan a check for $406 in payment 
of note and interest due today. 

July 15. Made the following purchase on account: 

Eilerson Company, merchandise, $1,180.25. Invoice dated July 13; 
terms, 1/30,11/60. 

J'idy 15. Sent Hayden & Company a check in payment of Voucher No. 346. 

July 16. IMade the following sale on account: 

Sale No. 669. E. A. 'Pate, $850.30; sales tax, $17.01; total invoice, $867.31. 

July 16. Received from Damon Building Co. a check for $136.57 to 
balance its account. 

July 16. Borrowed $2,000 from the City National Bank on our 60-day, 
aon-interest-bearing note. Received credit for the proceeds, $1,980. 
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July 16 Received a memorandum from Mr Parker stating that Mr Fred 
M Warren has been declared bankrupt and that it is bkelj that his account 
will nev er be collected Write off the account as a bad debt 

July 16 Sent Ramsey Wholesale Hoime a check m payment of Voucher 
No 380 less discount 

July 17 Paid 54 95 from pett> cash for parcel wrappings (Charge 
Miscellaneous Selling Expense ) 

July 18 Sent Carey Brushes Corporation a check in pajTnent of \oucher 
No 378 less discount 

July 19 Made the following sale on account 

Sale No 670 Meade Wall Paper Pa nt Co $188 68 sales tax $3 77 
total invoice $192 45 terms 2 10 
July 19 Received checks from customers as follows 
Carter Construction Co $339 07 to balance its account 
Haines Construction Co $605 55 to balance its account 
Kennedy Contracting Corporation $175 95 to balance its account 

July 20 Paid $3 50 from the petty cash fund for ink and miscellaneous 
supplies to be used in the office 

July 20 Issued credit memorandum to Nelson Homes Comp3n> for 
$26 56 merchandise returned $26 sales tax 56 cents 

July 20 Pa d salaries for the week and recorded the social secunt> taxes 
Salaries deductions and taxes were the same as on Jul> 6 

July 20 Cash sales for the week $2 135 30 Sales tax collected $42 71 
Prov e cash The cash balance is $6 692 24 

Post from the various journab to the customers accounts in the accounts 
receivable ledger 

July 22 Received from Eilerson Company a credit memorandum for 
merchandise returned $245 

July 22 Received from Nelson Homes Co a check for $692 61 to balance 
its account 

July 23 Made the following sale on account 

Sale No 671 H V Caldwell $38120 sales tax $"62 total invoice 
$38882 

July 23 blade the following payments from the pettj cash fund 
$2 81 to a cash customer who returned defective merchandise merchan 
dise $2 75 sales tax 6 cents 
95 cents to Richard Barman for washing the windows 
July 23 Made the following purchase on account 

Moms Supply Company store supplies $33 7o Invoice dated July 23 
terms net 30 days 

July 21 Made the following purchases on account 
Barron Bros merchandise $59150 Invoice dated July 22 terms 
2/10 n/30 

Josl n s Painter Supply Corporation merchandise $325 Inv oice dated 
July 24 terms 2/10 n/30 



PRACTICE SET No. 2 


377 


July . 24 . Gave Frazier & Gerard our 30-day, 6% note payable at City 
National Bank In payment of Voucher No. 312. 

Jnhj 25. Paid the Daily Times $185 for advertising. 

July 26. Llade the following purchases on account: 

Spangler Supply House, merchandise, $607. Invoice dated July 26; 
terms, l/30,n/60. 

Burgess Paint Co., merchandise, $578.50. Invoice dated Julv 24; terms, 
l/10,n/30. 

J uJy 26. Issued credit memorandum to E. A. Tate for $45.90: merchandise 
returned, $45; sales tax, 90 cents. 

July 27. Made the following sales on account: 

Sale No. 672, William W. Ragan, $269.43; sales tax, $5.39; total invoice 
$274.82. 

Sale No. 673, J. R. Ferris, $475.50; sales tax, $9.51; total invoice, $485.01. 

July 27. Sent checks to the following creditors: 

Potter Paint & Paper Co. in payment of Voucher No. 366. 

Ramsey Wliolesale House in pajunent of Voucher No. 369. 

Spangler Supply House in payment of Voucher No. 370. 

July 27. Paid salaries for tJie week and recorded the social security taxes. 
Salaries, deductions, and taxes were the same as on July 6. 

July 27. Cash sales for tlie week, $1,820.25. Sales tax collected, $36.41. 

July 29. Received from Meade Wall Paper & Paint Co. a check for $188.68 
to balance its account. 

July 29. lilade the following purchase on account: 

O’Keefe Supply Co., merchandise, $997.50. Invoice dated July 27 ; terms, 
2/15,11/30. 

July SO. Paid telegram charges of $1.25 from tlie petty cash fund. 

July SO. Issued credit memorandum to William W. Ragan for $8.75: 
merchandise returned, $8.58; sales tax, 17 cents. 

July SI. In accordance witli the partnership agreement, tlie partners 
withdrew the following amoiuits as salaries: 

A. C. Adams, $400 
kl. R. Parker, $500 

July SI. Paid Sinton Drayage Company $112.75 for freight and drayage 
in. 

July SI. Prepared vouchers and issued checks for the following bills: 

The Gas «& Electric Co., $25.25, for gas and electricity. (Charge kliscel- 
laneous General Expense.) 

Bell Telephone Co., $16.25, for telephone ser\ice. (Charge kliscellaneous 
General Expense.) 

Broadway Garage, $27.25. gas, oil, and miscellaneous delivery truck ex- 
penses. 

J Illy SI. Prepared voucher and issued check for $23.36 to replenish the 
petty cash fund. 

July SI. Cash sales for July 29-31, $828.95. Sales tax collected. $16.55. 
The cash balance is $7,224.14. Prove cash. 
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Post to the accounts in the accounts recei\able ledger 
Post to the general ledger accounts from the general columns of the 
general journal, the cash receipts journal, and the voucher register 

Total and rule the vanous special journals and post the totals to the appro- 
priate general ledger accounts 


Periodic Summary 

As the proprietors A C Adams and M R Parker, consider each month to 
be a separate fiscal penod the periodic summary must now be completed. 
The partners have agreed that Mr Adams is to receive $400 and Mr Parker 
$500, and that profits or losses after these allowances are to be divided 
equally When the books are closed any balances in the personal accounts 
are to be closed to the capital accounts 

The additional data required for the periodic summarj are 
Merchandise inventorv $30,828 14 

Interest accrued on notes receivable 3 24 

Loss from bad debts an additional 1% of charge sale* 


Depreciation store equipment 10% a year 

delivery equipment, 25% a year 
office equipment, 10% a year 


Inventories of supplies store supplies 

116 25 

office supplies 

117 65 

Insurance expired on merchandise 

2 50 

on store equipment 

2 00 

on delivery equipment 

6 50 

on office equipment 

1 00 

Interest accrued on notes payable 

3 33 

Prepaid interest on notes payable 

15 00 

Accrued Payroll Data 


Sales Salanes 

162 50 

Delivery Salaries 

32 50 

Office Salaries 

50 00 

Social Security Taxes 

9 81 

Federal old age benefit tax pay able 

4 90 

Federal unemploj ment tax payable 

74 

State unemployment tax payable 

6 62 


Pari 2 of this praeiice set eonlarning the narrative of transactions for August, 
begins on page ^^9 tmmediaieli/ after Chapter XXIV The bools of account for 
July trill be needed ol that time 



CHAPTER XXI 

CORPORATION PROPRIETORSHIP 


CORPORATION During the past half centuiy the coi’porate 

DEFINED form of business organization has rapidly 

increased in importance. With the growth of large business units 
has come a demand for amounts of capital so large that they are 
obtainable only from many investors. Such investors desire income 
and limited liability, but they are unable to undertake active manage- 
ment. The corporation satisfies these needs and has today become 
the dominant form of business organization. 

The most commonly quoted definition of a corporation is perhaps 
that of Chief Justice Marshall. “A corporation is an artificial being, 
invisible, intangible, and existing only in contemplation of the law.” 
The concept underlying this definition has become the foundation 
for the prevailing legal doctrine that a corporation is an artificial 
person, created by law and having a distinct existence, separate and 
apart from the natural persons who are responsible for its creation 
and operation. Although the doctrine is admittedly a legal fiction, 
it is disregarded only when a court believes that justice requires such 
action. The owners of the corpoi’ation are called stockholders, but 
the stockholders do not constitute the corporation. The corporation 
is a "separate entity.” 


CHARACTERISTICS OF 
A CORPORATION 


As a legal entity the corporation has certain 
characteristics that distinguish it from other 
types of business organization. The most important of these character- 
istics will be considered briefly. 

(1) Separate Legal Existence. Being a distinct legal entity, the 
corporation may act under a corporate name. It may obtain, hold, and 
dispose of property in its corporate capacity. It may borrow funds 
and assume other obligations. It may enter into contracts with out- 
siders or with its own stocldiolders. 

(2) Transferahle Units of Proprietorship. The interests in the 
proprietorship of a corporation are divided into transferable units 
Imown as shares of stock. The owners of the corporation, knomi as 
stockholders, may sell this stock Avithout interfering with the opera- 
tions of the corporation. 

(3) Limited Liability of Stockholders. Since a corporation is a 
separate legal entity, it is responsible for its own acts and obligations. 

379 
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Creditors of a corporation may not look beyond the assets of the 
corporation for satisfaction of their claims. Thus, the loss that a 
stockholder may suffer is limited to the amount of his investment. 

(4) Continuity of Existence. The life of a corporation depends 
upon the terms of its charter; it may be perpetual or it may continue 
for a specified period of years. It is not affected by the death or the 
incapacity of its stockholders. 

(5) Taxation of Income. The earnings of a corporation are subject 
to federal income taxes. These earnings are again subject to income 
taxes when distributed to stockholders as dividends. 


WORKING In a corporation the proprietorship is vested 

OF^*C^PO RATION Stockholders, acting as a “legal entity.” 

The ownership of the stockholders is evi- 
denced by shares of stock. Each share of stock gives the holder the 
nght to one vote m the meetings of stockholders The power of each 
member therefore depends upon the number of shares he ovms. 

In many corporations the membership is so large and widespread 
that most stocWioldere are unable to attend the annual meeting. 
Such stockholders may delegate their authonty to an agent who 
votes their stock. This delegation is accomplished by signing a paper 
known as a proxy 

Although the ultimate control of the corporation is vested in the 
stockholders, the latter exercise this control only indirectly. They 
elect at regular intervals, usually annually, a board of directors, to 
whom they delegate the duties of supervising and controlling the 
operations of the business. The directors usually submit to the stock- 
holders annual reports showing the results of the operations of the 


past year. 

The board of directors select the general executives, to whom they 
delegate the responsibiUty of administering the activities of the cor- 
poration. These executives usually consist of a president, one or 
more vice-presidents, a secretary, a treasurer, and a controller. The 
controller is the chief accounting officer and meets with the other 
executives in determining operating policies of the corporation. 
Although all the executives are selected by the board of directors, 
they act under the authonty and the control of the president. 

The chart on the following page shows this narrowing dowm of the 
responsibility from the numerous stocldiolders to the president. It 
then shows the delegation of administrative duties from the president 
to the employees of the corporation. 
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Corporate Form of Organization 


An illustration ot this delegation of duties is found in a manu- 
factiu'ing firm that has a nce-president in cliarge of production and 
undei' him a superintendent of shops. The lattei', in tm-n, has subor- 
dinate to him departmental foremen, who du'ect and conti'ol tlie 
acthities of the workers. 

STOCKHOLDERS AND The stocklioldem of a corporation have no 
PROPRIETORSHIP direct personal ovmei'sliip in the assets of 

tlie enterprise. Neither do tliey have a direct intei'est in the earnings 
of the corporation imtil the earnings have been distributed as dirt- 
dends. Instead they have a contract with the corporation girtng 
them an interest in the corporate proprietoi“slup and the right to 
participate in the management and the earnings of the enterprise. 

The proprietorship of a corporation, like the proprietoiship of 
an indirtdual. is the difference between the assets and the liabilities. 
The corporate proprietoi-ship, however, is composed of two elements: 
a stated proprietomhip. represented by a given number of shares 
at a specified amoimt per share, and a residual proprietorehip, shoving 
the results of the operations of the corporation. The stated proprietor- 
ship is the ralue assigned to the capital stock. Aifiien the proprietor- 
ship of a corporation is gi-eatei' than the amoimt of the capital stock, 
the e.xcess is knoivn as surplus; when it is smaller than the amount of 
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the capital stock, the difference is known as dejiciU The total pro- 
prietorship of a corporation conasts of the capital stock plus the 
surplus or minus the deficit. These terms are illustrated below for 
the General Manufacturing Company: 


Propnetorehip $60,000 Propnetorship $45,000 

Capital Stock (stated pro- Capital Stock 50,000 

pnetorship) 50,000 


Surplus . $10,000 Deficit $ 5,000 


To show the difference m the propnetorship accounts of a sole 
propnetorship and a corporation, assume onginal investments in 
each case of $50,000 on Januarj' 2, 1949, earnings in 1949 of $5,000, 
and a loss of $15,000 m 1950 no withdrawal or distnbution of profits 
being made The proprietorship accounts would appear as follows: 


Sole PfioparETORSKip 
Jan 2, 1949 Jones, Capital $50,000 
Dec. 31, 1949 Jones, Capital 55,000 

Dec. 31, 1950 Jones, Capital 40,000 


CORPORATIOV 

Jan 2. 1949 Capital Stock $50,000 
Dec 31, 1949 Capital Stock 60,000 
Surplus 5,000 

Dec. 31, 1950 Capital Stock 50,000 
Deficit 10,000 


When surplus is set up as, an account, it normally has a credit 
balance showing the difference between proprietorship and capital 
stock If propnetorship is less than capital stock, the surplus balance 
is a debit and is called deficit. This is illustrated below: 

Surplus 

Debit balance is called Deficit I Credit balance is called Surplus 


Deficit is, then, a balance sheet term apphed to a debit balance 
in the surplus account. 

CLASSIFICATION OF A corporation may issue several classes of 
CAPITAL STOCK capital stock, each embodjdng different terms 

and carrying different privileges. The most common classification 
is that of common slock and preferred stoci:. Common stock has no 
preference over any other stock of the company as to dividends or 
assets, but carries with it the rigjit to participate in the management 
of the corporation by voting at stockholders’ meetings. Preferred 
stock has some kind of preference over the ordinary, or common, 
stock. It is always preferred as to the distribution of profits. To 
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understand the effect of this preference, it is necessary to consider 
briefly the method of distributing the profits of a corporation. 

Stockholders invest in a corporation in order to participate in its 
earnings. The board of directors determines when the corporation is 
financially able to distribute to its stoclcholders a portion or all of its 
earnings. Such a distribution of earnings is called declaring a dividend. 
Dividends are usually stated as a certain amount per share, as $5 
per share or $2 per share. 

To make its stock attractive to investors, a corporation may issue 
a portion of it with preference as to dividends. This means that, when- 
ever profits are distributed, the preferred stockholders will receive 
their share first, the common stockholders receiving the balance of 
the distribution. Preferred stock is sometimes given a preference as 
to distribution of assets in case of dissolution and liquidation of the 
corporation. If the net assets are insufficient to repay the invest- 
ments of all stockholders, payment will be made first in total to pre- 
ferred stockholders, and the balance remaining will be distributed to 
the common stockholders. 

If a corporation earns a high rate of return, common stock will be 
more desirable than preferred stock. For example, assume a corpora- 
tion with 1,000 shares of common and 1,000 shares of 6 per cent pre- 
ferred, each issued at a value of $100 a share. If $15,000 is to be dis- 
tributed as dividends, the preferred stockholders will receive $6,000 and 
the common stockholders $9,000. Common stocldiolders in this case 
receive a 9 per cent dividend, which is 50 per cent larger than the 
preferred. 

The participation of holders of preferred stock in the earnings of 
a corporation is ordinarily limited to the rate specified on the stock. 
Preferred stock that is limited to the specified rate is laiown as non- 
participating. If the holders of preferred stock receive an additional 
rate when earnings are adequate to pay the holders of common stock 
more than the specified rate, the preferred stock is known as partici- 
pating. 

Since most preferred stock is nonparticipating and has a limited 
dividend rate, provision is usually made to have any dividends not 
paid accumulate. Such preferred stock is known as cuniidative pre- 
ferred stock. If unpaid dividends do not accumulate, the prefeired 
stock is loiown as noncumulative. The following table illustrates the 
dividend participation of 6 per cent cumulative prefen’ed stock and 
common stock over a period of years (assuming $100,000 of each Idnd 
of stock outstanding) and the effect on sm’plus of the balance of 
profit and loss. 
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Year 

Profit 
OR Loss* 

Dividend 
TO BE 

Paid 

To PRE 
PERKED 

Stock 

To 

Common 

Stock 

To 

Surplus 

BaUCsCE 

Surplus 

1945 

$lo000 

$10 000 

$ 6 000 

$ 4 000 

$ 5 000 

$ 5 000 

1946 

25 000 

15 000 

6 000 

9 000 

10 000 

15 000 

1947 

10 000 * 

— 0— 

-0- 

-0 

20 000* 

5 000 

1948 

30 000 

15 000 

12 000 

3 000 

15 000 

20 000 

1949 

2 000 

3 000 

3 000 

-0- 

1 000 * 

19 000 

1950 

25 000 

20 000 

9 000 

11 000 

5 000 

24 000 


In 1948 the preferred stock was paid $6 000 for back dividends for 
1947 and $6 000 for the current year In 19o0 the preferred stock was 
paid $3 000 for back dividends for 1949 and $6 000 for the current 
year 


CORPORATE The assets and the habihties of a corporation 

TH?yAL^Nc”sH?^ reported on the balance sheet in the 

same way as the assets and the habihties 
of a sole propnetorship or a partnership The propnetorship section 
of the balance sheet however is different It ordinanly shows each 
class of capital stock and the surplus or the deficit For example the 
propnetorship section of a balance sheet for a corporation mth $100 000 
of 6 per cent cumulative preferred stock $200 000 of common stock 
and a surplus of $75 000 is as follows 


Proprietorship 

Capital Stock 

Preferred Stock (6 per cent cumulative) $100 000 

Common Stock 200 000 


Total Cap tal Stock 
Surplus 

Total Proprietorship 


$300 000 
75 000 


$375 000 


If the same corporation had suffered losses from operations and 
had accumulated a deficit of $50 000 its propnetorslup would be 
reported on the balance sheet m the manner showm below 


Proprietorship 

Capital Stock 

Preferred Stock (6 per cent cumulative) $100 000 

Common Stock 200 000 


Total Cap tal Stock $300 000 

Less Deficit 50 000 


$250 000 


Total Propnetorship 
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VALUE OF STOCK The i^lue of the stock of a corporation is 

spoken of in terms of shai-es. A sliare may 
have six different mines: par' mine, book mine, mai'ket mine, liquida- 
tion mine, stated mine, and redemption mine. 

Par Value. Par- mine is the mine assigned to each shai-e of stock 
when tlie cliarter is issued. It is stated on eacli cei’tificate. Par value 
and face value ai'e sometimes used as sjmonyms. No-pai*-mlue stock 
does not have par mine, but it has tlie other' mines discussed in the 
folloving paragraphs. 

Book Value. The par lalue of tire capital stock does not measm*e 
the proprietoi'ship. The par value of tire capital stock plus the siu'plus 
or minus the deficit equals tire actual propi'ietoi'sliip. Book I'alue is 
obtained by di'\'iding tlie propi-ietoi-ship by the number of sliares 
outstanding. Thus, if the balance sheet of a coi'poiation shoivs a 
capital stock of $100,000 (1.000 shares hamng a par mine of $100) 
and a siu-pli'^ of $35,000, the book mine of eacli share is $135. If, 
instead of a surplus of $35,000, thei-e is a deficit of $35,000, tlie book 
mine of each share is $65 [($100.000— $35, 000) 1,000]. 

If a corporation has both prefei'red and eonmion stock, tlie par ' 
mine of tlie pi'efen-ed stock must be subtracted from tlie total pro- 
prietoi'ship in finding the book ^alue of the common stock. If the 
par Aalue of the common stock on the first pm'tial balance sheet on page 
3S4 is $100, the book mine of one shai-e of conmion stock is $137.50 
[($375,000— $100,000) 2,000]. l^fiien the deficit is $50,000 as shown 
on the second partial balance sheet on page 3S4, tlie book mlue of one 
share of common stocic is $75 [($250.000— $100,000) -e2.000]. 

Market Vahie. The pi'ices quoted daily on tlie New York Stock 
Exchange or on other* stock exchanges pi'oiide the best evidence of 
market mlue. Literally, market value means the price tlie stock will 
bi'ing on sale. Earning capacity rather tlian book mlue affects the 
market value of stocks. The stock mentioned above vitli a book 
mlue of $135 might have a market mlue of $175 if its earnings were 
high or only $75 if its earnings were low. 

Other Values. The other mines are stated mlue, hquidation ^alue. 
and redemption ^-alue. Stated value indicates that part of the price 
I'eceived for no-par stock that is credited to Capital Stock; the balance 
is ci'edited to Capital Siu'plus. Liquidation value is tlie amount in 
dollai-s that will be paid on each shm-e if the corporation is liquidated. 
Pedempiion value usually applies to a prefeiaed stock and is the amount 
the corporation must pay to redeem each share of outstanding stock. 
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INCORPORATION A corporation is ‘ authorized by law and 

created by charter Since a corporation is 
created bj permission from governmental authority and under the 
supervision of a governmental umt, legal formalities must be met 
before a charter uill be granted Although these legal requirements 
\arj m the different states their general nature can be indicated 
The typical method of orgamzation involves tivo steps (1) obtaimng 
subscnptions to stock and effectmg a tentative organization, (2) 
obtaimng the permission of the state to commence busmens operations 
The law usualli stipulates what the application for incorporation must 
contain In many cases the state merely approv es the application for 
incorporation The application then becomes the charter of the cor- 
poration 

A corporation must conform to the corporate laws of the state m 
which it has been organized If it extends its operations bejond the 
state it IS subject to the federal laws involving interstate commerce 
and the laws of all states m which it carries on business It is also 
subject to that general control which any state exercises over all 
business organizations 

CERTIFICATE OF The charter states the powers that the cor 

INCORPORATION poration possesses and the bmitations under 
which it must operate The provisions governing the form of the 
application for incorporation vary m different states but m general 
the> include all the important features peculiar to a corporation 
such as the name the purpose the duration the location and the 
capitalization 

To illustrate what is required the following provisions from the 
statutes of the state of New York are given 

Three or more persons ma> become a stock corporation for anj lawful 
purpose or purposes b> making subscnbing acknowledging, and filing 
a certificate which shall state 

(1) The name of the proposed corporation 

(2) The purpose or purposes for which the corporation is to be formed 

(3) Either the amount of the capital stock and the number and par 
value of the shares of which it is to consist or if the corporation Is to issue 
shares without par \alue the statements required by Section 12 

(4) If the shares are to be classified the number of shares to be included 
m each class and all of the designations preferences pruileges and \oting 
powers of the shares of each class and the restrictions or qualifications 
thereof 

(5) The citj village or town and the countj m which the office of the 
corporation is to be located 
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(6) The duration of the corporation. 

(7) The number of its directors ... not less than three. 

(8) The names and post-office addresses of the directors . . . 

(9) The name and post-office address of each subscriber listed on the 
certificate of incorporation and a statement of the number of shares which 
he agrees to take . . . 

The certificate must be signed by the three or more persons who 
make application for the charter, and their signatures must be ac- 
Imowledged by a notary public or some other designated official. 


ISSUING STOCK IN Wlien a corporation receives its charter, the 

o^l^OTHE^ASJ^TS boolvS Of record may be opened. The in- 

corporators, or organizers, of the corporation 
have, in most cases, performed some transactions prior to the gi-ant- 
ing of the charter and should have kept a record of them. These 
transactions are not, however, transactions performed b}^ the cor- 
poration; therefore, no entries should be made in the records of the 
corporation until the charter has been obtained. 

The opening entries of a corporation are similar to those of other 
types of business organizations in that they record the assets that 
the corporation has acquired and the liabilities, if any, that the cor- 
poration is to assume. The proprietorship of the corporation at the 
time of formation is recorded as one item; it is not credited to ac- 
counts with the individual members of the organization, as would be 
done in the case of a partnership. 

The simplest case that can be taken by way of illustration is that 
of a corporation, the entire authorized capital stock of which has been 
sold for cash. The Holmes Manufacturing Company is organized on 
March 15 with an authorized capital stock of $800,000, consisting of 
4,000 shares of 5 per cent preferred stock and 4,000 shares of common 
stock, each having a par value of $100. If all the capital stock is sold 
for cash on March 15, the transaction in general journal form would 
be: 


Mar. 16 Cash 800,000 

6% Preferred Stock 400,000 

Common Stock 400,000 


Sold 4 000 shares of 5% preferred stock and 
4 000 shares of common stock at $100 a share 
par value and issued the stock. 

After this entry has been posted to the ledger, the cash account 
vill contain a debit of $800,000, the preferred stock account a credit 
of $400,000, and the common stock account a credit of $400,000. 
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In the previous discussion it was assumed that stock was sold for 
cash and that the cash i\*as invested in the assets needed by the cor- 
poration Occasionally stock is exchanged for assets directlj ; in this 
case a price must be assigned to the assets acquired For example, 
if a lot is to be acquired as a site for a building to be used bj the cor- 
poration, the board of directors must know the price of the lot in 
order to determine the number of shares to be exchanged for it If 
the pnce is $10,000 and shares of common stock are being sold for 
cash at $100 par value, the number of common shares to be gi\ en for 
the land would be 100 The entry would be 

Mar 20 Land 10,000 

Common Stock 10,000 

Exchanged 100 shares of common stock at 
$100 a share for land as per contract 


If payment for the stock had been made i^ith several pieces of 
property, such as machinery, buildings, and land, which were to be 
retained for use bj the corporation, the opening entrj would have 
recorded the vanous assets as follows 


Mar 20 Machinery 
Buildings 
Land 

Common Stock 

Issued 4 000 shares of common stock (par 
value $100) m return for machmerj bmld 
mgs and land acquired from C D Evans 
in accordance with the contract on file 


150,000 
155 000 
95,000 

400,000 


AUTHORIZED CAPITAL Jt is often desirable to have the charter 
authonze the issuance of more stock than 
the quantity to be issued at the time of the formation of the corpora- 
tion The companj is then relieved of the necessity of applying for 
a change in the charter at the time when it maj wish to increase its 
capital For example, if the charter of the B C Olmsted Companj 
authonzes an issue of only $400,000 of common stock, the amount 
already issued, but at a later time $200,000 of additional capital is 
needed, it would be necessary for the companj to have its charter 
revised before it could issue the addihonal stock 

If the charter, however, authorizes the issuance of common stock 
amounting to $600,000 and only $400,000 has been issued, the remain- 
ing $200,000 of stock can be issued at any time without further authon- 
zation from the state 

The authonzed capital stock of the B C Olmsted Company maj 
be reported m a footnote on the balance sheet m the following manner 
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Proprietorship 

Common Stock Outstanding $400,000* 

Surplus 120,000 

Total Proprietorship . $520,000 

Total Liabilities and Proprietorship 520,000 

*Authorized Common Stock, $600,000. 


In some cases the charter specifies no pecuniary value for each 
share of stock, but states merely the number of shares to be offered 
for sale. Such stock is of no-par value. Each share of stock, however, 
represents a proportionate equity in the corporation. 


CHANGING FROM A Fi'oiii a legal point of view, changing from 
PARTNERSHIP TO i ^ o o 

A CORPORATION ^ partnership to a corporation necessitates 

(1) the dissolution of the partnership, which 
is usually effected by an agi-eement between the partners, and (2) 
the fulfillment of all the requirements imposed by the state upon the 
incorporators, which is evidenced by the charter gi'anted by the 
state. Fi’om an accounting point of view, two steps are necessary; 
(1) the books of the partnership must be closed according to the 
partnership agreement and (2) the books of the corporation must be 
opened in compliance ivith the provisions of the charter. 

To illustrate the change of a partnership to a corporation, it may 
be assumed that W. L. Slater and H. S. Burbank are partners. In 
order to obtain additional capital for the expansion of their enter- 
prise, the partners decide to incorporate. 


Closing the Books of the Partnership. The balance sheet of the 
partnership is shown on the follovdng pages. 

The new corporation, to be called the Slater Corporation, is to 
have an authorized capital stock of $500,000, consisting of 5,000 
shares of common stock with a par value of $100. The corporation is 
to take over the assets and to assume the liabilities of the partnership 
at revised values and is to issue to W. L. Slater and H. S. Bm’bank, 
in payment for their business, capital stock amounting to the revised 
proprietorship of the partnership. In addition, a new associate, D. C. 
Bennett, agrees to invest $75,000 in cash. He is to receive 750 shares 
of stock. 

Before tm-ning the partnership assets over to the corporation, it 
is decided to recognize certain changes in the valuation of the firm's 
assets. It is estimated that $5,000 should be added to the reserve for 
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Current Assets 
Cash 

Accounts Receivable 
Less Res for Bad Debts 

Merchandise Inventory 
Total Current Assets 
Fixed Assets 
Store Equipment 

Less Res for Depreciation 
Buildings 

Less Res for Depreciation 
Land 

Total Fixed Assets 
Total Assets 


SLATER AND 

Balance Sheet 

$ 25 000 

$l0o 000 

5 000 100 000 

150,000 

1275,000 

S 6 000 

1 000 $ 5,000 
$100 000 
20 000 g0,000 

50,000 

135,000 
410 000 


Balance Sheet of 

bad debts, that the merchandise m\entor> should be tvntten dotvn 
to $130,000, and that the land should be tiTitten up to $65 000 The 
entries on January 2 in the books of the partnership to record these 
changes are as follows 


Jan 2 

Loss and Gam on Revaluation 

Reserve for Bad Debts 

To increase provision for uncollectible accounts 

5,000 

5,000 

2 

Loss and Gam on Revaluation 

Merchandise Inv entorj 

To reduce valuation of mercbandise inventory 
in accordance mth current market v alues 

20,000 

20 000 

2 

Land 

Loss and Gam on Rev’aluation 

To increase book value cf land to present 
valuation 

15,000 

15.000 

2 

W L Slater, Capital 

H S Burbank, Capital 

Loss and Gam on Revaluation 

To distribute loss on revaluation to partners’ 
capital accounts in the profit and loss ratio 

5,000 

5,000 

10,000 


The losses and the gam might have been debited and credited 
directlj to the capital accounts, but in this instance the losses and 
the gain are first accumulated m an account entitled Loss and Gain 
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BURBANK 
December 31, 1949 

Liabilities 

Current Liabilities: 

Notes Payable $ 50,000 

Accounts Payable 100,000 


Total Current Liabilities $160,000 

Proprietorship 

W. L. Slater, Capital $155,000 

H. S. Burbank, Capital 105,000 


Total Proprietorship 260,000 


Total Liabilities and Proprietorship $410,000 


a Partnership 

on Ret^luation, which in timi is closed to the capital accounts. Tliis 
method is often preferred when a numbei’ of assets ai-e revalued. 

The follovdng entries ai-e made in the partnership books to record 
the sale of the business and the consequent dissolution of the pai*t- 
nei'ship: 

Jan. 2 Slater Corporation 400,000 

Reserve for Bad Debts 10,000 

Res. for Depreciation of Store Equip 1,000 

Res. for Depreciation of Buildings 20,000 

Cash 25,000 

Accounts Receivable 105,000 

Merchandise Inventory 130,000 

Store Equipment 6,000 

Buildings 100,000 

Land 65,000 

Sold the assets of the business to the Slater 
Corporation. 

2 Notes P.ayable 50,000 

Accounts Payable 100,000 

Slater Corporation 150,000 

Transferred the liabilities of the business to 
the Slater Corporation. 

2 Stock, Slater Corporation 250,000 

Slater Corporation ■ • • 250,000 

Received 2,500 shares of the capital stock of 
tlie Slater Corporation in payment of the 
amount due for the partnership business. 
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2 W L Slater, Capital 150,000 

H S Burbank, Capital 100 000 

Stock, Slater Corporation 250 000 

Distributed the 2 500 shares of stock of the 
Slater Corporation to the partners 

The posting of these entnes will close all the accounts in the ledger 
of the partnership The partnership will then be completely dissolved 

Opening the Books of the Corporation On the books of the corpora 
tion entnes must be made to record the assets received and the issuance 
of stock The fixed assets are recorded at their net cost to the corpora 
tion, the onginal cost and the depreciation taken by the former owner 
are not shoivn For accounts receivable, however, both the gross 
amount and the reserve are shown, because the uncollectible accounts 
have not actually been determined and the asset therefore cannot 
be wntten down to its estimated net value 


The opening entnes, in general journal form, for the Slater Cor- 

poration are as follows 

Jan 2 Cash 

25 000 


Accounts Receivable 

105 000 


Merchandise Inventory 

130 000 


Store Equipment 

5 000 


Buildings 

80 000 


Land 

65 000 


Reserve for Bad Debts 


10,000 

Slater and Burbank Vendors 


400 COO 

Purchased the assets of Slater and Burbank 

2 Slater and Burbank Vendors 

150,000 


Notes Payable 


60 000 

Accounts Payable 


100,000 

Assumed the liabilities of Slater and Burbank 

2 Slater and Burbank, Vendors 

250 000 


Common Stock 


250,000 

Issued 2,500 shares of common stock to Slater 
and Burbank on the transfer of their business 
to the corporation 

2 Cash 

75,000 


Common Stock 

76,000 


Issued 750 shares of stock to D C Bennett 
for cash 

After these entnes have been posted to the ledger, the following 
balance sheet for the Slater Corporation may be prepared 
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SLATER CORPORATION 
Balance Sheet 
January 2, 1950 


Assets 

Current Assets : 

Cash 

Accounts Receivable 

Less Res. for Bad Debts . . , 

Merchandise Inventory 

Total Current Assets 

Fixed Assets: 

Store Equipment 

Buildings 

Land 

Total Fixed Assets 

Total Assets 

Liabilities 

Current Liabilities: 

Notes Payable 

Accounts Payable 

Total Current Liabilities 


giioo.ooo 

$105,000.00 
10,000.00 95,000 

130,000 

$325,000 


$ 5,000 

80,000 

65,000 

150,000 

$475,000 


$ 50,000 

100,000 

150,000 


Proprietorship 

Common Stock Outstanding 325,000”' 

Total Liabilities and Proprietorship $475,000 

Authorized Common Stock $500,000 


Balance Sheet of a Corporation 


GOODWILL ON 
CORPORATION 
ACCOUNTS 


'\'^^len a partnership is converted into a 
corporation, the amount of stock issued to 
the partnei'S may be gi'eater than the net 


assets acquired by tlie corporation. This difference is a charge to 


goodwill. This practice was fully described in the chaptem on partner- 


ships. For example, if a corpoi-ation acquires a going partnership in 


exchange for 500 shai'es of its stock (par value $100) and takes over 
the following assets and assumes the folloving liabilities, the goodwill 
is the difference between the par ^^lue of the stock given in exchange 
and the net worth acquired. Calculation of goodwill is shovm on the 
follovdng page: 
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Assets Acquired 

Cash $ 8,000 

Accounts Recei\able (net) 34 000 

Inventories 20,000 

Fixed Assets (net) 60,000 

Deferred Charges 3,000 


Total Assets $125,000 

Liabilities Assumed 

Notes Payable $15,000 

Accounts Payable 25 000 

Mortgage Payable 40,000 


Total Liabilities 80 000 


Net Assets Acquired 
Stock Given in Exchange 


S 45 000 
50 000 


Goodwill 


$ 5 000 


COMPARISON OF THE 
CORPORATION AND 
THE PARTNERSHIP 

ferences between the 
following outline 


A companson of the corporation and the 
{^rtnenship reveals more completely the 
nature of the corporation The chief dif* 
two forms of orgamzation are shown in the 


Corporation 

1 Separate legal entity 

2 Continuity of existence 


3 Limited liability of the stock- 
holders 

4 Obligations ansing onl> from the 
acta of agents or officers 

5 Profits do not belong to stock- 
holders unless dividends are de- 
clared 

6 Control of stockholders is in- 
direct 

7 Payments to stockholders for per 
sonal services are expenses 


Partnership 

1 Identification of orgamzation with 
the individuals who compose it 

2 Automatic dissolution ansing 
from death withdrawal or in 
capacity of a partner 

3 Unlimited personal liability of the 
partners 

4 Obligations ansmg from the acts 
of any partner 

5 Profits are personal profits of 
the partners 

6 Control of partners is direct and 
personal 

7 Payments to partners for personal 
services are a disposition of earn 
mgs 


From the preceding companson it can be seen that a partnership, 
like a sole propnetorship, is legally identified with the persons who 
own it and is therefore a personal form of business organization 
By contrast, the corporation is an impersonal form, since it exists 
apart from the lives of any persons 
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1. F. R. Blalce and John C. Da\ns ai'e partnei's in the firm of Blake and 
Dains, each ha\nng a proprietorship of $20,000. The firm is incoi'porated 
ndth an authorized common stock of $60,000. Thvo hundred shai-es of 
stock, each ha\nng a pai- value of $100, ai'e sold at par to R.O.Good. 
Both Blake and Davis receive tlie same quantity of stock for their in- 
terest in tlie partnei'ship. How is the proprietorship reported on the 
balance slieet? 

2. R. W. White is consideiing tlie purcliase of stock in The Nash h'lanu- 
facturing Company. He finds that the stock is quoted on tlie stock ex- 
cliange at $65 a shai'e. In examining tlie reports of the company, he 
obtains the follovdng information from the latest balance sheet: current 
assets, $25,000; fixed assets, $40,000; current liabilities, $10,000; common 
stock, $50,000; surplus, $5,000. Thei'e ai‘e 1,000 shares of stock out- 
standing. (a) If the stock is no-pai-value stock, at what average price 
was it issued? (b) T\Jiat is its book value? (c) WJiat is its mai'ket value? 

3. Hariy Bullis oivns 1,000 of the 5,000 shares (pai’ value $100) of the 
Genei'al h'lanufacturing Company. The company earned $100,000 in 
1950. The boai'd of directoi's declai'ed $10 a shai'e in diindends during 
the yeai*. Was Bullis’ income for 1950 $10,000 or 1, 5 of $100,000? TWiy? 

4. Charles Waj^'t purchased 100 shares of tlie preferred stock ($100 par 
value) of the Acme hlanufacturing Company at $90 a sliai'e on IMarch 

6. 1949. On July 1, lie received a semiannual diiidend of $350. On January 

2. 1950, he received from the company a dieck for $10,750, canceling the 
stocl^. T^Tiat ai*e the stoclv values included in tliis illustration? What 
was the dhndend rate on the prefeived stock? 

5. The balance sheet of the Y Coi-poration shows assets of $175,000, 
liabilities of $50,000, and surplus of $25,000. It has outstanding 500 
shaves ($100 paij of preferred stock and 500 shares ($100 par) of common 
stock, (a) YHiat is tlie book value of the prefei-red stock? (b) Yliat is 
tlie book value of tlie common stock? (c) If the preferred stock were 
participating, how would your answer diffei'? 

6. The board of directora of the newly organized Shore Corporation 
decide to purchase the factoiy of C. A. Randall. On Randall’s books 
the assets ai'e recorded as follows: land. $5,000; biulding cost, $25,000; 
reseiwe for depreciation of building, $10,000; machineri- cost. $50,000; 
resei-ve for depreciation of macliinery, $20,000. Present market ralues 
ai-e; land. $10,000; building, $20,000; niachineiy, $40,000. Common 
stock is issued to Randall at par ($100) in exchange for the property. 
Give tlie jounial entrj* on the books of tlie Shore Corporation. 
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7. The Ferns Transportation Company made the following net earnings 
in SIX successive years $10,000, $15 000, $5,000, $2,500, $20,000, $25,000 
It had outstanding 1,000 shares of common stock and 1,000 shares of 
6 per cent preferred stock, each ^are having a par value of $100 Four 
fifths of the profits were paid each year as dmdends How much did 
each stockholder receive on a share if the preferred stock was cumulative 
and nonparticipating’ 

8 Ahem Inc has $100,000 of 6 per cent cumulative and nonpartieipat- 
mg preferred stock and $100,000 of common stock, The amounts dis- 
tnbuted as dividends dunng five years were first year, $2,000, second 
year, $15,000, third year, $30,000, fourth year, $20,000, fUth year, $6 000 
How much was paid each year on each class of stock’ What percentage 
was paid on common stock each year’ Which stock was the better in 
vestment if both were purchased at the par value’ 


PROBLEMS 

1. The Howard Corporation and the Dodd Corporation both received 
their charters and began business on January 2, 1944 Both corporations 
had the same capitalization 2,000 shares of 8% cumulative preferred 
stock, par $100, and 2,000 shares of common stock, par $100 In each 
case the board of directors declared dividends on preferred stock when- 
ever there was a credit balance in the surplus account at the end of the 
year and declared dividends on common stock amounting Co one haff 
of the difference between the earmngs m any year and the preferred 
dividends paid in that year 

The profits and the losses (after provision for income tax) for a period 
of seven jears are as follows 



Howard 

Dodd 


Corporation 

Corporation 

1944 

$18 000 loss 

$ 8 000 loss 

1945 

12,000 profit 

2 000 loss 

1946 

20 000 profit 

38,000 profit 

1947 

40 000 profit 

64,000 profit 

1948 

36,000 profit 

90,000 profit 

1949 

30,000 profit 

78,000 profit 

1950 

34,000 profit 

86,000 profit 


Inslructtons (1) Show the distnbution of the profit or the loss for each 
corporation Use columns with the following headings Year, Income, To 
Preferred Stock, Balance Due on Preferred Stock, To Common Stock, To 
Surplus or Deficit, Balance of Surplus or Deficit Indicate negative or minus 
items by encircling them 

(2) Total the two columns showing the amounts paid on preferred and 
common stock What was the amount received per share on common and 
preferred stock for the seven year penod’ 
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2. Artliur Cra'O'ford, the o'miei* of a retail diy goods business, and two 
of his clerks decide to fonn a corporation issuing $10 pai- common stock 
and 6% cumulative, $100 par preierred stock. Eacli clerk is to invest 
$1,500 in the Crawford Corporation and is to receive 150 shares of common 
stock. INIr. Gratrfovd is to receive prefeiTed stock based upon the revalued 
assets and liabilities. Cash is to be withdravm by l\Ir. Crawford so that 
an even multiple of 10 shares will be received. IMr. Crawford is to receive 
in addition 200 sliares of common stock in pajunent for the goodwill of 
his dry goods business. 

The post-dosing trial balance on December SI, 1950, at the end of 
a yeai'’s operations and before tlie revaluation of assets and the organiza- 
tion of the corporation is as follows: 


Cash . $ 3,700 

Jklerchandise Inventory 32.000 

Equipment .... 12.000 

Reserve for Depreciation of Equipment $ 5,000 

Accounts Payable 9,000 

Arthur Crawford, Capit-al 33,700 


$47,700 $47,700 


The follotving assets are to be revalued; 

Merchandise Inveittory, $29,000. 

Increase Reserve for Depreciation of Equipmeirt by $2,000. 

Iminictioiis: (1) Prepare general journal entries to: 

(a) Revalue the assets and record the goodtvill as agreed. 

(b) Record the withdrawal of cash. 

(c) Record the sale of the business to the corporation. 

(2) Prepare journal entries to open the books of the corporation. 

(8) Prepare the balance sheet for the corporation. 

(4) Assuming a profit of $7,380. after income tax. for the succeeding 
year, what dmdends would eacli of the three men receive if 50 ‘T of the profits 
.are to be distributed as dividends? Wliat rate will be paid on common stock? 

3. Three grocery store ownei^s dedde to merge and incorporate their 
respective stores, X. Y, and Z. to form the i\Iodernmart Chain Stores 
Inc. The corporation is authoiized to issue 3.000 shares of 4^- preferred 
stock, par value $100, and 20.000 shares of common stock, par value 
$25. Preferred stock is to be distributed to the three owners on die basis 
of one shai-e for evert' $100 of the net assets of dieir respective companies. 
All assets ai-e to be revalued as of die date of the proposed merger. Jime 
30, 1950. Common stock is to be issued at par for goodwill of Company 
X. $24,000, and Company Y, $5,500. The prefeiTed stock will be dis- 
tributed on the basis of the net assets, exclusive of goodwill, after giving 
effect to die revaluation. 
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To obtain cash to build a new branch, 10,000 shares of common are 
sold at par to the public. 

Balance sheets of the three companies pnor to the incorporation of 
June 30 are 


Assets 

X 

1 

2 

Cash 

$10,000 

$10,000 

$ 5,000 

Merchandise Inventory 

50,000 

23,000 

40,000 

Equipment 

35,000 

24,000 

35,000 

Buildings 

56,000 

— 

— 

Land 

25,000 

— 

— 

Total Assets 

$176,000 

$57,000 

$80,000 

Liabilities and Proprietorship 
Accounts Payable 

$ 30 000 

$20 000 

$25 000 

Proprietorship 

146 000 

37,000 

55,000 

Total Liab and Proprietorship 

$176 000 

$57,000 

$80,000 

Assets are to be revalued as follows 
Merchandise Inventory 

$ 45,000 

$20,000 

$35,000 

Land 

20,000 

— 

— 


In^truelions (1) Prepare general journal entries (or each of the three 
companies to record the re\aiuation of assets and the goodwill 

(2) Prepare reused balance sheets for each of the three compames in 
the form shown in this problem 

(3) Compute the number of shares of preferred and common stock each 
of the three former owners v-nll receive for their companies 

(4) Prepare a balance sheet as it will appear after the merger and the 
sale of the 10,000 shares of common stock to the public for cash at par 
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In the preceding chapter it was assumed 
that corporation stock was exchanged directly 
for cash or property. Ordinarily before stock 
is actually sold a corporation accepts subscriptions for its capital 
stock. Those who expect to become stocldiolders subscribe for stock, 
thereby agreeing to pay cash at a later date for the shares for which 
they subscribe. This amount represents a receivable of the corpora- 
tion and is debited to an account entitled Subscriptions Receivable. 
At the same time the proprietorship of the corporation has been in- 
creased and an accoimt entitled Stock Subscribed is credited. Each 
of these accounts represents a situation invohdng subsequent trans- 
actions. The subscriber must pay his subscription; the corporation 
must issue the stock certificate. Since stock cei'tificates are freely 
transferable, it is not advisable for the corporation to issue stock imtil 
the subscription is fully paid. 

Separate receivable and subscribed accounts should be set up for 
subscriptions to preferred and common stocks. Subscriptions to pre- 
feiTed stock would require the use of the accoimts Subscriptions 
Receivable Preferred and Prefeived Stock Subscribed; to common 
stock, the accounts Subscriptions Receivable Common and Conunon 
Stock Subsci’ibed. 

The subscriptions receivable accounts ai-e controlling accounts. 
They control the subscribers’ ledgere in which accoimts \vith indi^ddual 
subscribei-s are set up. The relation of the subsidiary ledger in this 
case is exactly the same as the customers’ ledger desci’ibed in Chapter 
VIII. 


RECORDING 
SUBSCRIPTIONS TO 
CAPITAL STOCK 


SUBSCRIPTION To illustrate the use of accomits for stock 

n.*LUSTRATE°^* subscriptions, assume that on July 1 the 

E^^ns Corporation receives subscriptions for 
500 shares of common stock at par $100. The joinnal entry below 
is made to show the corporation’s claim against the subscribera and 
the subsci'ibei*s’ equity in the corporation; 


July 1 Subscriptions Receivable Common 50,000 

Common Stock Subscribed 

Received subscriptions for 500 shares of common 
stock at par, ?100. 
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In accordance with the terms of the subscription contract, a pay- 
ment of $40 on each share is made on the same date. The following 
entry records the receipt of the cash and the credit to the subscribers: 

July 1 Cash 20,000 

Subscriptions Receirable Common . . 20,000 

Received partial payment of $40 a share on 500 
shares of common stock subscribed. 

The final pajTnent on the stock subscriptions is received on July 
15 and is recorded as follotre: 


July 16 Cash 30,000 

Subscriptions Receivable Common 30,000 


Received final payment of $60 a share on 500 
shares of common stock subscribed. 

Since the stock has now been fully paid for, it may be issued. The 
following entry records the issuance of the stock: 


July 15 Common Stock Subscribed .... 50,000 

Common Stock 50,000 


Issued 500 shares of common stock to subscribers. 

The nature of the subscriptions receivable and the stock subscribed 
accounts is shown by the use of “T” accounts in the chart below. They 
are temporary’ accounts and cease to function after full payment has 
been received on the stock subscriptions. 

Temporary Accounts 


Subscriptions 

Cash Receivable CoMiiov Stock 


(b) 20,0001 

(a) 50.000 

, (b) 20.000 

Cd) 50,000 

(c) 30,000 1 


(c) 30,000 



Common 

Stock Subscribed 


(d) 50,000 I (a) 50,000 

The transactions (a) to (d) illustrated are the same as those shown 
in the journal entries. It should be noted that the temporary accounts 
are in balance after full payment has been received. 

If a corporation receives subscriptions to its preferred stock and 
later collects cash on these subscriptions, the accounting entries would 
be similar to those shown above except that the accounts Subscriptions 
Receivable Preferred and Preferred Stock Subscribed would be used. 
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If a balance sheet of tlie corporation is prepared before subscjap- 
tions receiT^ble are fully paid, the balance in the subsciiptions receiv- 
able account would appear as a cuiTent asset and tlie balance in the 
stock subscribed account would appear as a proprietoi'ship item. 


ISSUING STOCK AT Capital stock is sometimes issued for more 

Dis*COUI^^ ^ value, "i^dien tliis is done, 

a new accoimt is set up to record the difference 
between tlie selling price and the par T-alue. "Wdien stock is issued for 
more than its par Tmlue, it is said to be issued at a premium; when 
it is issued for less than par TTilue, it is issued at a discouni. In many 
states corporations are not permitted to issue stock for less than par. 

If stock is subsci'ibed at a premium, tlie subsciiptions receirable 
account is debited for the selUng price, the stoclc subscribed account 
is credited at par, and a premium on stock accomit is ci-edited for 
tlie difference. Assume, for example, that the ETrans Coi’poration. 
mentioned prewously, received subscriptions for 500 sliares of its 
preferred stock at $110 a share on July 25. The entiy to record tlie 
subsci'iption is: 


July 25 Subscriptions Eeceivable Preferred 55,000 

Preferred Stock Subscribed 50,000 

Premium on Preferred Stock 5,000 


Received subscriptions for 500 shares of pre- 
ferred stock at $110 a share. 


If the laws of tlie state permitted and tlie above stock had been 
subsci'ibed at a discount, the difference between tlie par imlue and 
tlie subsa'iption price would have been debited to an account en- 
titled Discomit on Prefeived Stock. For example, if the subscriptions 
to prefei'red stock mentioned above had been at $90 a share, the enti'y 
to record tlie subscriptions would be: 


July 25 Subscriptions Receivable Preferred 45,000 

Discount on Preferred Stock 5,000 

Preferred Stock Subscribed 50,000 


Received subscriptions for 500 shares of pre- 
ferred stock at $90 a share. 


Pi'emium on PrafeiTed Stock and Discount on Prefen-ed Stock are 
raluation accoimts affecting tlie par ^'alue set up in the prefen-ed 
stock account. Since these amounts arise out of stock ti-ansactions, 
tliey ai-e not considered as corporation earnings or losses. They are 
therefore set up on tlie balance sheet under the heading Capital Sm-- 
plus. (See illusti-ation on page 402). 
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Assume that the stock of the Evans Corporation that was sub 
scnbed for at $110 on July 25 was to be paid for one half at once and 
the balance on August 10 On Jul> 25 the following entrj would 
be made to record receipt of the first payment 

July 25 Cash 27,500 

Subscriptions Recei\aWe Preferred 27,500 

Received partial payment of $35 a share on 500 
shares of preferred stock subscribed 

On August 10 the final payment would be recorded together with 
an entry for the issuance of the stock These entnes are shown below 

Aug 10 Cash 27 500 

Subscnptiona Receivable Preferred 27 500 

Received final payment of $55 a share on 600 
shares of preferred slock subscribed 

Aug 10 Preferred Stock Subscribed 50 000 

Preferred Stock 50 000 

Issued 500 shares of preferred stock to sub 
senbers 

A balance sheet prepared for the Evans Corporation on July 31, 
before the August 10 transactions would appear as follows 

EVANS CORPORATION 
Balance Sheet 
July 31 1949 



Assets 


Propriettobship 


Cash 

Subscnptions 

Preferred 

Receivable 

$ 77 500 

27 500 

Preferred Stock Sub 
scnbed 

Common Stock 

? 50 000 
oO 000 




Capital Surplus 

Premium on Preferred 
Stock 

5 000 

Total Assets 


$105 000 

Total Proprietorship 

$105 000 


Both of the assets are current assets since Subscnptions Receiv 
able Preferred are due on August 10 The premium on preferred 
stock IS showTi on the balance sheet as Capital Surplus 

On August 10, after the second payment on subscnptions has been 
collected and the preferred stock has been issued, the balance sheet 
would appear as follows 
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EVANS CORPORATION 
Balance Sheet 
August 10, 1949 


Assets Proprietorship 

Cash ?105,000 Preferred Stock . . ^ 50,000 

Common Stock 50,000 

Capital Surplus: 

Premium on Preferred 
Stock 5,000 

Total Assets $105,000 Total Proprietorship . $105,000 


CAPITAL SURPLUS The chief soiu'ce of corporate smpliis is iin- 
AND EARNED SURPLUS (jigti-ibuted earnings of the coiporation. "^^flieii 
corporate profits are retained and not paid as ditfidends to stock- 
holdere, the increase in proprietorship comes from eaiTiings and is 
showai by increases in the surplus account. If only earnings and div- 
dends aft’ected surplus, then all surplus would be earned siu'plus. 

As is shown in the preceding paragi-aphs, sm-plus is affected by 
transactions other than those shoeing earnings and di\*idends. Mien 
stock is sold at a premium, a credit is made to the surplus account 
Premium on Stock. Such an item is clearlj* not an earning of the cor- 
poration and therefore dift’eis from the earned surplus. It is called 
capital surplus to distinguish it from earned surplus. Increases in 
proprietorship, beyond those shomi in the capital stock accounts, 
from sources other than earnings are called capital surplus items. 
On the balance sheet, capital surplus and earned siuplus should be 
shomi as two separate items. 

Because of populai- misimdei-standuig of the term "surplus,” there 
is a gi'ouing movement to avoid the word in published corporation 
balance sheets. In place of "earaed siuplus” the phrase "retained 
income” is often used; in place of “capital sinplus/’ the phrase "paid- 
in capital.” Both of these phrases, "retained income” and “paid-in 
capital” avoid the use of the nnsinterpreted "sm’plus” and express 
very well tlie natine of the two items. 


CORPORATION The determination of the profit or the loss 

EARNINGS ^ corporation is similai’ to tliat for a 

sole proprietorship or a pai'tnei-ship. The corporation accoimt Profit 
and Loss Summary contains the same income and expense items. 
Howevei', after the net profit of a corporation has been found, two 
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differences appear (1) provision for corporation income tax and (2) 
declaration and payment of dividends to stockholders 

While both of these items are a part of the year’s operations, it is 
prevaiUng practice not to show dindend declarations as a part of 
Profit and Loss Summary The balance of the profit after the pro- 
\Tsion for income tax is transferred to the earned surplus account 
Dividend declarations are then charged to this surplus account rather 
than to Profit and Loss Summary or to a separate income distnbution 
account 


INCOME TAX AND Of the three forms of business organizations 
STAT?M^Vs corporation needs accounts to 

record income tax liability Smee the pay- 
ment of income tax is made m the y ear following that for which the 
tax IS assessed, the balance sheet of a corporation shows a current 
liability for this tax until payroent has been made Among the current 
liabilities on such a balance sheet there is commonly an item that 
may be termed Provision for Federal Income Tax, Reserve for Federal 
Income Tax, or Federal Income Tax Payable Since the tax is payable 
within a y ear, the account is classified as a current bability 

Income tax differs from other taxes m that, by prosision of the 
law, it IS not an expense of the business The law i* worded in such 
a w’ay that income tax represents a participation by the taxing au- 
thority in the profits of the corporation The goxemment is the first 
participant in the distribution of earmngs For example, if the earn 
mgs of a corporation for one year are $100,000 and the federal income 
tax rate on corporations is 40 per cent, the amount of federal income 
tax payable dunng the following year is $40,000 The entry to record 
the income tax liability in this case is 


Dec 31 Profit and Loss Summary 

Federal Income Tax Payable 

To record the income tax liability 


40,000 

40,000 


Since federal income tax is not treated as an expense but is con 
sidered to be a partiapation m the profits by the government, federal 
mcome tax is not included in the expenses, on the work sheet or on 
the profit and loss statement On the work sheet the provision for 
federal income tax is sho^T^ as a distnbution of the net profit On 
the profit and loss statement, the provision for federal income tax la 
reported as a deduction from net profit Parts of the w ork sheet and 
the profit and Joss statement, showing the pronsion for federal income 
tax, are gi\ en on the following page 
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Name op Account 



Profit and Loss 
Statement 

1 Balance Sheet 

1 

1 

Dr. 

— 

! cr. 

Dr. 

Cr. 


Provision for Federal Income 

Tax 

Net Profit after P^o^^sion for 
Federal Income Tax 


268,575 

40.000 

60.000 

368,575 

537,290 

437,290 

40.000 

60.000 

368.575 

368,575 

537.290 

537,290 






Provision for Federal Income Tax on the W'ork Sheet 


Net Profit before Proxdsion for Federal Income Tax ^ 100,000 

Less Pro^dsion for Federal Income Tax 40.000 

Net Profit after Provision for Federal Income Tax $ 60,000 


Provision for Federal Income Tax on the Profit and Loss Statement 


After the cuiTent liability for federal in- 
come tax has been set up, tlie balance of the 
profit and loss sunmiaiy account may be 
closed into tlie earned surplus accomit. As stated abox^e, dhidend 
declarations are usually debited to the earned sm-plus account. 

Declaration and payment of dixidends involve two separate acts 
and may be separated in large corporations by one or more months 
in time. The declaration of a dixidend is at the disa-etion of the 
board of directors. If the boai-d feels it is advisable, it dedaras a 
dixidend. The resolution declaring tlie dixidend states tlie time it 
is to be paid. Tlie entries for declaration on December 27 and paxmient 
on Januaiy 20 are slioxxm beloxv and on tlie foUoxxiing page: 


Dec. 27 Earned Surplus 14,000 

Preferred Diwdend Paj-able 6,000 

Gommoii Dmdend Paxmble S,000 


To record the declaratioir on Dec. 27 of the 
regular 6^ dmdend on preferred stock and an 
S77 dmdend on common stock, payable on 
dan. 20. 


DIVIDEND 
DECLARATION 
AND PAYMENT 
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Jan. 20 Preferred Dividend Payable 
Common Dividend Payable 
Cash 

To record the payment of preferred and common 
dividends, declared by the board on Dec. 27. 


6,000 

8,000 

14,000 


ORGANIZATION Expenditxires incurred in the organization 

EXPENSES Qf ^ corporation, such as fees paid to the 

state and attorneys’ fees, are charged to an asset account Organization 
Cost or Organization Expense. The items charged to this account 
should be restricted to those having to do with the formation of the 
corporation and should not include the installation of accounting 
systems, advertising campaigns, or professional fees for plant con- 
struction and layout. 

The organization expense account is usually classed as an intangible 
asset and theoretically should be charged off over the estimated life 
of the corporation. Since it is difficult to foretell the life of the cor- 
poration and since this asset has practically no exchangeable value, 
it is common practice to %vrite it off over a period of five years. The 
amounts written off are charged to earned surplus, as they are not a 
deductible expense for income tax purposes Assume the organization 
expenses of the Evans Corporation were $1,500; the annual TOte-off 
would appear as follows 

Dec. 31 Earned Surplus 300 

Organization Expense 300 

To write off one fifth of the organization ex- 
pense 

In successive years Oi^nization Expense would appear as an 
intangible asset at $1,200, $900, $600, and $300 before it was written 
off entirely. 


BALANCE SHEET OF Accounts most commonly associated with the 
A CORPORATION corporate form of organization have been 
dUcussed. A balance sheet containing the balances of such accounts is 
shown on page 407 and a related surplus statement is shown on page 408 

These statements were prepared for the O’Connell Merchandise 
Co. at the end of the fourth year of operation. Several items shown 
on these statements are worthy of spedai note. 

(1) During the year 1950, subscnptions were received for 5,000 
shares of common stock (par value $10) at par, and one half of this 
subscription has been collected. The owiership interest of the nen 
subscribers is shown in item (1), Common Stock Subscribed, $50,000. 

(2) Under the heading "Intangible assets” is sho^vn the balance 
of the organization expense account. This was originally $20,000 
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O’CONNELL MERCHANDISE CO. 
Balance Sheet 
December 31, 1950 


Assets 

Current Assets; 

Miscellaneous Current Assets $195,000 

(1) Subscriptions Receivable Common 25,000 

Total Current Assets $220,000 

Fixed Assets: 

Miscellaneous Fixed Assets 227,000 

Intangible Assets; 

(2) Organization Expense 4,000 

Deferred Charges to Expense: 

Miscellaneous Deferred Charges 34,000 

Total Assets $485,000 

Liabilities 
Current Liabilities: 

Miscellaneous Current Liabilities $ 35,000 

(3) Preferred Dividend Payable No. 8 3,000 

(3) Common Dividend Payable No. 4 30,000 

(4) Federal Income Tax Payable 12,000 

Total Current Liabilities $ 80,000 

Proprietorship 

Capital Stock: 

Preferred Stock"^. $100,000 

Common Stock'^ $200,000 

(1) Common Stock Subscribed. . . 50,000 

Common Stock Outstanding and Sub- 
scribed .... 250,000 

Total Capital Stock Outstanding and Subscribed . . $350,000 
Surplus; 

Capital Surplus: 

(5) Premium on Common Stock $ 20,000 

Earned Surplus 35,000 

Total Surplus 55,000 

Total Proprietorship 405,000 

Total Liabilities and Proprietorship $485,000 


*A\ithorizod Preferred Stock, 2,000 slmres, par value $100. 

'Authorized Common Stock, 50,000 slmres, par value $10. 

Balance Sheet of a Corporation 
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O’CONNELL MERCHANDISE CO. 

Statement of Earned Surplus 
For Year Ent)ed December 31, 1950 



Earned Surplus, January 1, 1950 

Net Profit for 1950 


$48,000 

$39,000 

(4) 

Less Provnsion for Federal Income Tax 


12,000 



Transferred to Earned Surplus 



36.000 


Total Earned Surplus 

Deductions: 



$75,000 

(3) 

Dividends on Preferred Stock 




June 27 (Dividend No 7) 

$3,000 00 



(3) 

December 28 (Dividend No 8) 
Dividends on Common Stock 

3.000 00 

$ 6,000 


December 28 (Dividend No 4) 


30,000 


(2) 

Organization Expense Written Off 

Total Deductions 


4,000 

$40,000 


Earned Surplus, December 31, 1950 35,000 

Statement of Earned Surplus 

and is now reported at $4,000, four fifths of the amount having been 
wTitten off during the four years by charges to Earned Surplus. 

(3) The regular semiannual dividend on preferred and a dividend 
on common of $1 50 a share were declared on December 28, payable 
January 8, to stockholders of record on January 4. The account 
Preferred Stock Dividend Payable No. 8 indicates the eighth di\idend 
declared on preferred stock since incorporation, and the account 
Common Stock Dividend Payable No 4 indicates the fourth dividend 
declared on common stock. Both dividends are listed on the balance 
sheet as current liabilities and on the surplus statement as deductions 
from Earned Surplus. 

(4) The net profit for the O’Connell Merchandise Co. for the 
year 1950 was $48,000. The first charge against this profit w’as $12,000 
for federal income tax. The amount of income tax is shown on the 
surplus statement as a deduction from net profit and on the balance 
sheet under the heading “Current liabilities ” 

(5) The O’Connell Merchandise Go. w’as authorized to issue 
2,000 shares of 6 per cent cumulative preferred stock with a par value 
of $100 and 50,000 shares of common stock with a par value of $10. 
Immediately after organization 1,000 shares of preferred and 10,000 
shares of common were issued at par. In January, 1948, 10,000 ad- 
ditional shares of common stock were issued at $12 a share. The 
premium on common stock, $20,000, is shown on the balance sheet 
under the heading “Capital Surplus,” 
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RECORD R^UIR^ The accounts of a corporation are essen- 

® tially the same as those of any other type of 

business organization. The few additional accounts required can be 
added in the general ledger. The boolcs of original entry need not be 
different from those used by a sole proprietorship or a partnership. 
The only distinctive records required by a corporation are those used 
to record the corporate activities of the company. The records most 
commonly used for this purpose are: (1) the minute book, (2) the 
subscription book, (3) the subscribers ledger, (4) the stock certificate 
book, and (5) the stockholders ledger. 


Minnie Book. The minute book is the legal record of the proceed- 
ings of all meetings of the stocldiolders and of the board of directors. 
It often includes the charter and the bylaws as well. This record 
book serves as authority for actions of the officers and furnishes data 
for important entries to be made hy the accountant. In it are found 
decisions on matters such as the pm’chase and the sale of property, 
the investment of surplus funds, the declaration of dividends, the 
obtaining of additional funds through the issue of bonds or additional 
stock, and the maintaining of reserves and sinking funds. 


Suhsciiption Book. In most states the laws governing the creation 
of corporations provide that a substantial part of the capital stock of 
a corporation must be subscribed before a charter wll be gi'anted. 
Blanks containing the subscription contract ai'e usually prepared, 
and the signatm-es of those who agree to subscribe for stock are placed 
on them. These subscription blanks may later be filed in a binder and 
referred to as the subscription book. 

Subscribers Ledger. The subscribers ledger contains accounts with 
the individual subscribers to capital stock. An account vfith each 
subscriber is debited from the subsci'iption book for the amount that 
the subscriber agi’eed to pay for the stock and is credited from the cash- 
book vnth the pajmients made in full or on account. The subscriptions 
receivable account in the general ledger is also debited vfith the total 
of the subsci'iptions and is credited with the total of the cash received 
from subscribei-s. 

The accounts Subscriptions Receivable Preferred and Subscrip- 
tions Receivable Common control the subsidiary ledgei's Preferred 
Subscribers Ledger and Common Subscribers Ledger. Summarized 
postings are made occasionally to the controlling accounts; individual 
or detailed postings are made ciurentl}^ to the subsidiary ledger accounts. 

Stock Certificate Book. The stock certificate book consists of blank 
stock certificates numbered serially and bound in book form vith a 
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stub for each certificate. If both preferred stock and common stock 
are issued, a different kind of certificate is ordinarily used for each 
class. 

As may be seen by reference to the illustration below, each stock 
certificate contains the name of the corporation, the amount of the 
capital stock, the total number of shares, and the number of shares 
represented by the certificate. When stock is issued, the certificate 
and the accompanjdng stub are filled out. The stub ser\'es as a per- 
manent record of the number of shares of stock represented by the 
certificate, the name of the person to whom the stock has been i^ed, 
the date of issue, and the fact that the stock is an original issue or 
a reissue. 

\Vhen stock is transferred, the owner must fill out the form for 
an indorsement that is printed on the back of the certificate. 







J. A. Ce. 






Stock CeroCicate «i(h Stub Atlacbed 


Stockholders Ledger The stockholders ledger is a subsidiary record 
of the capital stock outstanding. It contains a separate account for 
each stockholder and is controlled by the account or accounts in the 
general ledger that show the amount of capital stock outstanding. 

The account of each stockholder b credited with the number of 
shares of stock purchased by him and is debited with the number of 
shares sold or otherwise transferred by him. The ownership, or pro- 
prietorship, of each stockholder b indicated, not by the par value or 
any other value of the shares held, but by the number of shares held. 

REGISTRAR AND Corporations whose stocks are listed on the 

TRANSFER AGENT Stock Exchange are required to 

engage outside agencies to keep their stock certificate books and 
stoclAolders ledgers. Thb requirenwnt ensures proper handling of 
stock certificates when they are bou^t and sold, llie buyer or hb 
agent turns in the old certificate to the transfer agent, who issues a 
new certificate and records the bus’er as “stockholder of record” in 
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the stockholders ledger. The new certificate passes through the hands 
of the registrar before it goes to the buyer. Both the transfer agent 
and the registrar endorse the certificate at either end on the face, 
showng it has been properly issued. Wien dividends are declai-ed, an 
official list of stockholders is prepared to show who are entitled to 
dividend checlcs. If the biker’s name does not appear on this list, 
the dividend check ivill be made out to the seller of the stock. 


CORPORATE RECORDS 
AND ACCOUNTING 


To summarize; The minute book contains a 
record of the proceedings of the meetings of 


the stockholder and of the board of directors. It is not a book of 


account, but it eindences the authority for important entries made 


in the books of account. 


The subscribers ledger is a subsidiary ledger controlled bj’’ the 
subscriptions receivable account in the general ledger. Wien sub- 
scriptions are received, the blanks niaj^ be filed in a binder, which is 
referred to as the subscription book. The amoiuits of the subscriptions 
are posted to the indiiddual accounts in the subscribers ledger, and 
the total of the subscriptions is posted to the subscriptions receivable 
account in the general ledgei’. Wien pa3mients on subscriptions aj'e 
received, the individual amounts are posted to the accounts in the 
subscribers ledger and the total of the receipts is posted to the sub- 
scriptions receivable account in the general ledger. Wien the posting 
has been completed, the balance of the subscriptions recei^mble ac- 
count should equal the sum of the balances of the accounts in the 
subscribers ledger. 

The stocldiolders ledger is a subsidiai’y record of the capital stock 
outstanding. Wien stock is issued for the first time, the indhddual 
accounts in the stockholders ledger are wedited for the number of 
shares issued, and the capital stock accoiuit in the general ledger is 
ci’edited for the par value of the shares. Wien stock that has once 
been issued is transferred from one stocldiolder to another, an entry 
in the general ledger is not required since the total amomit of capital 
stock outstanding has not been changed. The only entry necessary 
is that which is made from the stock certificate book to the indiiddual 


accounts in the stockholders ledger. 

A corporation is ready to carry on its operations after a part or 
all of its stock has been sold, the charter has been obtained, and the 
preliniinarj’’ data have been recorded in the books. The fact that a 
business is incorporated does not mean tliat its actirtties are distinetlj’" 
different from those of a sole proprietorship or a partnership. No 
matter what its legal organization niaj* be, an enterprise must buj'' to 
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sell, or produce to sell*, it must incur expenses and realke profits 11 
it is to continue in business; and it must have these various trans- 
actions recorded in books of account in order to show its financial 
condition. 

The difference in legal status between the corporation and the 
other forms of business organization does not affect operations to a 
great e.\-tent Since the eastence of a corporation is the result of 
procuring a charter, the corporation is necessarily subject to the 
regulations and pro\isions set forth in that document- It is subject 
also to the national and the state laws relating to corporations. Other- 
wise it acts as does a sole proprietorship or a partnership. 


QUESTIONS 

1. The Regal Manufacturing Company has been organized to manu- 
facture shoes. At the end of the first day of its existence a trial balance 
of its ledger is as follows: 

REGAL ^tA^IUFACTURING COMPANY 
Trial Balance 
JA.S0ARY 2. 1950 


Cash 

Subscriptions Receu able Preferred 
Subscriptions Recenable Common 
Preferred Stock 
Preferred Stock Subscnbed 
Common Stock 
Common Stock Subscnbed 


$450,000 

50,000 

200,000 


$600,000 $600,000 


(a) Explam the meaumg of the balance of each account (b) How 
should the propnetorship be reported on a balance sheet prepared at 
this time? (c) TMiat is the total value of the assets of the corporation? 

2. Subscribers to the preferred stock of the Regal Manufacturing Com- 
pany (Question No 1) pay ?50,000 to apply on their subscriptions, 
(a) What entry or entnes will this pajment require? (bj Give the b^ances 
of the accounts in the trial balance after these entries have been posted 

3. The W. L. Talbot Company has an authorized capital stock of 
$1,000,000. Subscriptions have been received for 7,500 shares of stock 
at the par value of $100. Hve thousand of these shares have been pad 
for in full and have been issued. A 50% pajment has been made on the 
remainder, (a) Give the entries, in journal form, to record these tzans- 
actions. (b) Prepare a balance sheet to show the results of the trans- 
actions. 
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4. (a) Whj'’ is it desirable to show the premium or the discount on capital 
stoclc in a separate account? (b) Is Premium on Common Stock an asset, 
a liability, or a proprietorship account? 

5. The Miller Manufacturing Companj’- was incorporated with a capital 
of $100,000 consisting of 1,000 shares of common stock with a par value 
of $100. Five hundred shares wei'e subsciibed for at $96, cash was received, 
and the stock was issued, (a) What was the proprietorship of the com- 
pany at that time? 

During the rest of the year tlie balaiice of the authorized stoclc was 
sold at $110, cash was received, and tlie stock was issued, (b) l^niat 
was the proprietorship of the companj’- at tliat time? 

6. During the yeai* the hlillei* h'lanufacturing Company (Question No. 
5) made a net profit of $8,000, one half of which was paid as a diridend. 
The net profit for the follovnng yeai* amoimted to $18,000, one half of 
which was paid as a di\ndend. (a) What was tlie book value of the stoclc 
aftei' the payment of tlie first di\ndend? (b) How much did William Drew, 
tlie holdei' of 100 of the shai’es first issued by the corporation, receive 
as di\ndends? (c) What was the book value of his stoclc aftei* tlie pay- 
ment of the second dividend? 

7. What effect have the following ti'ansactions on the proprietorship 
of a corporation? on the working capital? on the market value pel' shai*e? 

(a) Declaration of a cash dividend. 

(b) Payment of a cash diAddend. 

8. The ChesteiHeld Corporation with 1,000 shai’es of cumulative 5% 
prefei'red outstanding passed the regulai* diindend in Decembei'. The 
accountant set up a liability for the amount of tlie impaid dmdends. 
Do you approve? E.xplaiii. 

9. Distinguish between (a) organization expense and operating ex- 
pense, (b) earned surplus and capital surplus, (c) declai'ation of di^^dends 
and pajnnent of dmdends, (d) cumulative and paidicipating prefeived 
stock. 

10. Give the three journal entiies leading to the folloving balance sheet 
of Dunn and Morley, Inc. 

DUNN AND MORLEY, INC. 

B.^^iance Sheet 
NOVE.MBER 15, 1950 


Cash 

Subscriptions Rgc. Com . . 

$160,000 

60,000 

Preferred Stock 

Common Stock Sub- 
scribed 

Premium on Common 
Stock 

$100,000 

100,000 

20,000 





$220,000 


$220,000 
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PROBLEMS 

1. The Acme Supplj Company was organized on April 1, 1950, with an 
authonzed capital stock oi 500 shares of preferred stock, par value §100 
and 50,000 shares of common stock, par value $5 The preferred stock 
was to be sold for cash Subscriptions were taken for the common stock 
under the following terms 50% cash with subscnption, balance within 
SO dajs The stock is issued when fully paid for 

The following transactions occurred during Apnl 

Apr 1 Received fiubscnptions for 15 000 shares of common at $6 

15 Received subEcnptions for 20,000 shares of common stock at par 
23 Received cash for 300 shares of preferred at $95 Issued the stock 
30 Received cash per agreement for common stock subscriptions of 
Apnl 1 Issued the stock 

Inslrwdiona (1) Record the preceding transactions m general journal 
form and post to T’ accounts The accounts reqmred are Cash, Sub- 
scriptions Receivable Common, Preferred Stock. Common Stock, Common 
Stock Subscnbed Discount on Preferred Stock, Premium on Common Stock 

(2) Prepare in report form a balance sheet as of Apnl 30 

2 FolloiTing are the transactions of Carpenter, Inc dunng 1949, its 
first jear of operations 

(a) Received cash for 500 shares of common stock at par ($100) Issued 
the stock 

(b) Acquired the going business of the Harold Corporation Issued S60 
shares of common stock at par ($100) m exchange for the following 
Machinerj, $15 000, Buildings $10,000, Land, $6,000, Goodwill, 
$5 000 

(c) Made a profit of $20 000 for the > ear’s operations (debit Cash, $21,900, 
credit Reserve for Depreciation of Machmerj, $1,500, Reserve for 
Depreciation of Buildings, $400, and Profit and Lom Summarj, 
$20 000) 

(d) "Made provision for federal income tax pajable of $8,000 and closed 
the balance of Profit and Loss Summary to Earned Surplus 

(e) Declared Common Dividend No 1 of $5 a share 

The ioYiowing transactions occurred in 

(f) Paid the income tax for 1949 

(g) Paid the dividends declared in (e) 

(h) Received subscriptions for 600 shares of common stock at par, 50% 
of the purchase pnce being paid m cash at the time of subscnption 

(i) Purchased the going business of the Christy Company for $50,000 
in cash Its assets were valued as follows Machinery, $20,000, 
Buildings, $12,000, Land, $8,000 

(j) Made a profit of $40 000 for 1950 (debit Cash $45,000, credit Reserve 
for Depreciation of Machineiy $4,000, Reserve Depreaation of 
Buildings $1,000 and Profit and Lc^ Summarj $40,000) 

(k) Made provision for Federal income tax pajable of $16,000 and closed 
the balance of Profit and Loss Summary to Earned Surplus 
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Instmciions; (1) Record the above transactions directly in “T” accounts. 
Identify each debit and each credit with the letter given for that transaction 
in the list of transactions. The accounts required are: Cash; Subscriptions 
Receivable Common; Machinery; Reserve for Depreciation of Machinery; 
Buildings; Reserve for Depreciation of Buildings; Land; Goodwill; Federal 
Income Tax Payable; Common Dividend Payable (No. 1); Common Stock; 
Common Stock Subscribed; Earned Surplus; Profit and Loss Summary. 

(2) Take a trial balance as of December 31, 1950. 

(3) Prepare a balance sheet as of December 31, 1950. 

3. The Lakewood Coi'poration received its charter of incorporation on 
December 31, 1948. Its authorized capitalization was as follows: 500 
shares of 4% cumulative prefei’red stock, $100 par*, and 8,000 shai’es of 
common stock, pai' value $10. During its first two years of opei'ation the 
following transactions occurred. One fifth of the organization expense 
was chai'ged against Earned Surplus on December 31 of each ^mai', begin- 
ning in 1949. 

1949 

Jan. 2. Received cash for 250 shares of preferred stock and 4,000 shares of 
common stock at par. Issued the stock. 

15. Received subscriptions for 250 shares of preferred stock and 2,000 
shares of common stock at par, 50% of the purchase price being 
paid in cash at the time of subscription. 

Feb. 15. Invested $50,000 in other assets. 

Mar. 31. Received in cash the balance due on the preferred and common 
stock subscribed. Issued the stock. 

Apr. 30. The attorney who secured the charter and performed other legal 
services in connection with organization rendered his bill for $3,000. 
He was paid in cash. 

Dec. 31. Net loss for the first year’s operations was $10,000 (debit Profit 
and Loss Summary; credit Cash). Closed Profit and Loss Summary 
to Earned Surplus. Charged off one fifth of organization expense 
to Earned Surplus. 

1950 

Feb. 16. Sold 1,000 shares of common stock at a discount of $1 a share. 
Mar. 21. Invested $30,000 in other assets. 

Dec. 31. Net profit for 1950 was $40,000 (debit Cash; credit Profit and Loss 
Summary). Made provision for federal income tax liability of 
$12,000 and closed the balance of Profit and Loss Summary to 
Earned Surplus. Charged off one fifth of organization expense to 
Earned Surplus. 

Instnictioiis: (1) Record the transactions directly in “T” accounts. The 
accounts required are: Cash; Subscriptions Receivable Preferred; Sub- 
criptions Receivable Common; Other Assets; Organization Expense; Federal 
Income Tax Payable; Preferred Stock; Preferred Stock Subscribed; Common 
Stock; Common Stock Subscribed; Discount on Common Stock; Earned 
Surplus; Profit and Loss Summary. 

(2) Take a trial balance as of December 31, 1950. 

(3) Prepare a balance sheet as of December 31, 1950. 

(4) If diwdends were declared for the first time at the end of 1950, and 
if the entire balance of Earned Surplus was distributed as diwdends, how 
much would the preferred stockholders receive? The common stockholders? 



CHAPTER XXIll 
CORPORATION SURPLUS 


CORPORATION The two chief divisions of corporation sur- 

SURPLUS capital surplus and (2) earned sur- 

plus, were introduced in the prenous chapter. It was stated there 
that, because of the difference in nature of these two types of sur- 
plus, they should be accounted for separately and should not be com- 
bined in one item on the periodic statements. The practice of shomng 
a single surplus item on the balance sheet is still wdely followed. 
Even when this is done, it usually represents the total of the balances 
of several surplus accounts in the ledger of the corporation. These 
surplus accounts show the special conditions that gave rise to the 
various surplus items. The surplus accounts of a corporation may 
5'eneraJJy be divided into tivo groups: copiial surplus auounls and 
earned surplus accounts, 

CAPITAL SURPLUS Increases in proprietorship of a corporation 

ACCOUNTS ariring from sources other than earnings of 

the corporation and not represented by par or stated value of out- 
standing stock result in capital surplus. Such increases are best con- 
sidered as additions to the permanent investment of the business 
and may be credited to special surplus accounts to indicate the origins 
of the increases in proprietorship. Capital surplus may arise from a 
number of sources. The principal sources are (1) amounts paid in, 
(2) re\aluation of assets, (3) gifts, and (4) transactions in own stock. 

Pajd-In Surplus. ‘When stock is issued at a premium, the pro- 
prietorship of the corporation is increased by an amount greater than 
the par value of the capital stock issued. This amount represents 
paid-in surplus, or an additional investment on the part of the owners. 
It may therefore be properly considered as a part of the capital sur- 
plus of the corporation. Although in some cases the account title 
Capital Surplus is used instead of the title Premium on Common 
Stock, the latter is preferable since the source of the proprietorship 
should always be indicated in a surplus account. 

Appraisal Surplus. "When the value of land or other fixed property 
has increased and the present value of the fixed asset is to be recorded 
in the accounts, the value of the asset may be “written up” to cone- 
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spend to the value detei'inined by a competent outside appraiser. 
The credit entry is to a special surplus account, such as Sm-plus from 
ReTTiluatiou. The balance of this account may be considered a part 
of the capital sm-plus, and it should be set up in a separate classification 
called Appraisal Surplus. 

Donafed Swplns. Sometimes corpoiations receive gifts of their 
ovm stock from stockholdei-s, gifts of land from chambei-s of commerce, 
or gifts from other sources. 'SVh.en such a gift is land or similar property, 
it is appraised and recorded at a fair market ^’alue. Since the resulting 
increase in the proprietoi-ship is not due to earnings of the corporation, 
it should be recorded as capital sm-plus. The som-ce of the increase 
sliould be indicated by the title of the account, for e.xample. Surplus 
from Gift of Property. 

Treasnrij Stock Swphs. ^^fiien a corporation pm-chases its ovm 
stock in the market at less than par. or sells its ovm stock that it has 
bought at a price greater than it paid for it. an increase in proprietor- 
ship results that is not due to regular operations of the business. If 
tlie piu-chase price is more than par or the selling price is less than 
par, the result is tlie opposite, a decrease in proprietoi-sliip. These 
proprietoi-ship changes are shomi in a separate account, called Treasm-y 
Stock Surplus. These transactions are treated latei- in this chaptei- 
under the heading “Ti-easury Stock.” 

EARNED SURPLUS The principal source of inci-ease in pro- 

ACCOUNTS prietoi-ship is earnings arising from the 

normal opei-ations of the corporation. If tliese earnings are not dis- 
ti-ibuted as dmdends, they remain imder the heading of Earned Sm-- 
plus. This earned sm-plus is airailable for dmdend declaration at any 
time. The profits of good yeat-s may thus become arailable for diii- 
dends in poor yeai-s. 

If the board of dii-ectoi-s vished to make the earnings a permanent 
part of the proprietoi-ship, it may appropriate a portion of the eai-ned 
sm-plus. Sucli a portion is Icnomi as Earned Surplus Appropriated; 
tlie remaining balance is Icnown as Earned Sm-plus Unappropriated. 
In this case only the balance of Earned Surplus Unappropriated is 
a^'ailable for dhidend declaration. 

Ilfiienevei- amounts have been appropriated by the boai-d of 
directora for any pm-pose, the eai-ned surplus of the corporation is 
necessai-ily shovm in two main dimsions. The chart shovm on page 41S 
indicates the classification of earned surplus. 
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Earned Surplus 


1 Appropriated 
(separate ac 
counts) 


1 Contractual 

a Reser\e for Bond Sinking 
Fund 

2 Discretionary 

a Reserve for Plant Extension 
b Reserve lor Inventory Losses 


2 Unappropri- 
ated 

(one account) 


As indicated m the chart, appropriation of earned surplus may be 
contractual or discretionary with the board of directors If the cor- 
poration has contracted with bondholders to reserve specific amounts 
out of earnings or earned surplus, the board is required to act in 
accordance ivith the contract In other cases, the board acts m accord- 
ance ivith its own best judgment In this latter case, it may reverse 
itself whenever it sees fit This instability of discretionary reserves 
leads some accountants to question the entnes accounting for the 
board’s resolutions 

Appropriations are debited to Earned Surplus Unappropnated 
and credited to the proper reserve account For example, if the agree- 
ment with bondholders requires $20,000 to be appropriated each year, 
the following entry is made 

Dec 31 Earned Surplus Unappropnated 20 000 

Reserve (or Bond Sinking Fund 20,000 

To appropriate earned surplus for a reserve for 
bond smlnng fund 


Or if the board ivishes to reserve earnings to double the capacity 
of the plant over a penod of five years at a total cost of $150,000, the 
followng entry would be made each year 

Dec 31 Earned Surplus Unappropnated 30 000 

Reser\e for Plant Extension 30 000 

To zppTOpnzte earned surfdus Sot z reserve for 
plant extension 

If a great decline in pnces during the next fiscal penod is expected, 
although the inventory is conservatively valued, a part of the ac- 
cumulated earnings may be set aside by a debit to Earned Surplus 
Unappropnated and a credit to an account with a descnptive title 
such as Reserve for Inventory Losses 

Amounts set aside from earned surplus as reserves for special 
purposes should not be confused vvith reserves for depreciation and 
for bad debts A surplus reserve represents a part of the propnetor- 
ship that is set aside so that it will not be distributed as dividends 
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Such a reserve may be only temporary; in a later period it may be 
transferred back to unappropriated sm-plus and thus be made avail- 
able for dividends. The equity of the stocldiolders is not reduced by 
the creation of the sm-plus reserve. On the other hand, the reserves 
for depreciation and for bad debts represent deductions from the values 
of the corresponding assets and at the same time result in deductions 
from proprietorship. 


CORRECTIONS FOR spite of every effort to measm-e accm'ately 

PREVIOUS PERIODS profit or the loss of each given period, 

there almost always arises the necessity for corrections at a later 
time. The earned sm’plus unappropriated account is used in making 
adjustments that are required by the discovery of errors affecting 
the profits of previous fiscal periods. The profit or the loss that should 
be recorded in order to correct the error is not shovm in an income or 


an expense account of the period in which the error has been dis- 
covered but is credited or debited to Earned Surplus Unappropi’iated. 
In all cases where a correction of an error of a past period is to be 
made, a careful analysis of the error's effect upon the present smplus 
figure is necessary. 

For example, the bookkeeper of the Burbank Manufactm-ing Com- 
pany discovered that during* the previous fiscal period the pui-chase 
of office equipment costing $1,000 was recorded by a debit to the 
purchases account instead of to the office equipment account. This 
error resulted in an overstatement of $1,000 in the cost of goods sold. 
The gi’oss profit and the net profit were therefore understated bj’’ that 
amount. In order to correct the error, the bookkeeper made the follow- 
ing jom-nal entry: ' 


July 10 Office Equipment 1,000 

Earned Surplus Unappropriated 1,000 

To correct the error of June 16, at which time 
the cost of office equipment purchased was 
charged to Purcliases instead of to Office Equip- 
ment. 


The correction of such errors in the boolcs of the corporation is 
similar to the method used in sole proprietomhips and partnerships- 
In the latter instances, however, corrections for pretdous peiiods maj’' 
be made directly in the capital accounts, whereas in corporate ac- 
counting Earned Surplus Unappropriated is used. 


CASH DIVIDENDS A diwdend is ordinarilj^ a disti’ibution of 

profits to the stockholders. Dhddends may 
be declared annually, although the present tendencj'' is toward quar- 
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t€rl> dmdends A dividend can be declared legally only by the board 
of directors and ordmanly only out of realized profits The stockholders 
have no claim upon the profits of a corporation until a dividend nas 
been declared 

The policies of corporations with reference to the amount of the 
profits to be distnbuted as dividends rary mdely Corporations 
that are conservatively managed limit their cash dividends to take 
care of economic depressions or unforeseen contingencies Many cor 
porations have followed the policy of limiting cash dividends up to 
about 60 per cent of the total amount available They have m this 
vv'ay built up a considerable amount in the earned surplus accounts 

When a dividend is declared by the board of directors it becomes 
a liability of the company to the stockholders and must be recorded 
as such at once It is customary to give each dividend a separate num 
ber If a corporation paid quarterly dividends regularly for ten years, 
the dmdends of the eleventh year would be numbered 41, 42 43 
and 44 respectiv ely A separate dividend check is issued to each stock 
holder from a special dividend checking account set up for the amount 
of the entire dividend 

To illustrate the entries required in the declaration of a dividend 
the following facts are assumed on December 31 19o0 the earned 
surplus unappropnated account has a credit balance of $65 500 after 
the profit and loss summary account balance of $25 500 has been 
closed into it a dividend of $6 000 is declared on preferred stock and 
a dividend of $8 000 on common stock The entries required and the 
accounts after these entnes have been posted are shown below and on 
the opposite page 

Dec 31 Earned Surplus Unappropnated 14 000 

Preferred Dividend Pa>able No 4 6 000 

Common Dividend Payable No 2 8 000 

Declared Preferred Dividend No 4 of $6 a share 
payable on Jan 17 19ol to stockholders of 
record on Jan 15 1951 and Common Divi 
dend No 2 of $8 a share payable on Jan 18 
1951 to stockholders of record on Jan 16 1951 


Preferred Dividevd Payable No 4 
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Earned Surplus Unappropriated 


1950 

Dec. 

31 


J9 

14,000 

1949 

Dec. 

31 

Balance 

x/ 

40,000 






1950 

Dec. 

31 


J9 

25,500 


Three dates attacli themselves to each di\ddend declai'ation: (1) 
the date of declaration, (2) the date of stocklioldem of record, and 
(3) the date of pajnnent. Since corporate shares are so freely trans- 
fei'able, it is necessary to laiow vdhdi shareholders are entitled to the 
di^ndend checlcs. The law requires that the date of record follow the 
date of declaration, in order that the parties to ti’ansfere ma}^ loiow 
the di\>idend situation at all times. In the preferred and common 
di\ndends illustrated above, the dates of record were January 15 and 
Januaiy 16 respectively, both following the date of declaration. 

Although there is no contractual obligation on the part of a cor- 
poration to pay a dhidend on cimiulative preferred stock until it 
has been declared, it is considered good policj’ to show on the balance 
slieet the amount of cumulative preferred dhndends in an-eai's. This 
may be done by adding to the balance sheet a footnote stating the 
amount of the dividends in arreai's. 

STOCK DIVIDENDS Dhddends declaimed need not be paj^ble in 

cash. They may be paid in rarious forms. 
They are sometimes paid in the stock of the corporation. Such di\d- 
dends are laiowm as stock dividends. For example, if a corporation has 
earned sm-plus of $100,000 and ivishes to distiibute tliis amoimt to 
its stocldioldei-s in tlie form of stock, the entries to record the declara- 
tion and the payment of this dividend ai'e: 


Mar. 5 Earned Surplus Unappropriated $100,000 

Stock Dmdend Payable $100,000 

To record the declaration of a stock dm- 
dend, payable klar. 25, 

25 Stock Dmdend Payable 100,000 

Common Stock 100,000 

To record tJie payment of the stock dirt- 
dend. 


A stock dmdend has no effect on the total equity of the stock- 
holdere. The total proprietoi^ip of the stocldioldere is merely divided 
into a gi'eater number of paiis. If, in the preceding example, a 100 
per cent stock dmdend were declai-ed, the numbei' of sliaius of stock 
outstanding aftei' the patTuent of the dividend would be doubled. 
Eacli stocldiolder would then own twice as many shai'es as he had 
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previously, but the book value of each of his shares would be only 
one half of the pre\nous book value. From the point of view of the 
corporation, a stock dividend results in a permanent appropriation 
of surplus. Once the additional stock has been issued, it becomes a 
part of the capital investment of the stockholders and that part of 
the surplus is no longer a\'ailable for cash dividends. 

Stock dividends are declared only on common stock outstanding, 
unless there is participating preferred stock. Nonparticipating pre- 
ferred stockholders have no further interest in earnings after they have 
received dividends at the rate specified in the stock certificate. 

The propnetorship section of the balance sheet of a corporation 
before and after a 100 per cent stock dividend is shoum below: 

Before declaration of Slock Dttidend 


PROPRIETORSIlir 

Capital Stock. 

Cornnon Stock (1,000 shares. $100 par) .... $100,000 

Surplus 

Earned Surplus Unappropriated . . 150,000 


Total Propnetorship $250,000 


After declaration of 100% slock dividend 
Proprietorship 

Capital Stock 

Common Stock (2,000 shares, $100 par) . ... $200,000 

Surplus 

Earned Surplus Unappropriated . . 50,000 

Total Proprietorship $250,000 

A holder of 10 shares of stock with a book value of $250 a share 
before the stock dividend would have 20 shares of stock tvith a book 
value of $125 a share after the dividend. 

THE STATEMENT OF The statement of earned surplus provides 
EARNED SURPLUS summary of the corrections applicable to 

the earnings of previous fiscal periods and of transactions performed 
by the board of directors The statement of earned surplus also serves 
to tie together the profit and loss statement and the balance sheet. 
A statement showing in detail the changes in the surplus of Wells 
and "White, Inc. is illustrated on the following page. 

The statement of earned surplus is divided into two major parts: 
(1) entries affecting Earned Surplus Unappropriated! and (2) entries 
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WELLS AND WHITE, INC. 

Statement op Earned Surplus 
For Year Ended December 31, 1950 


Earned Surplus Unappropriated: 

Unappropriated Balance, Jan. 1, 1950 $450,000 

Corrections Applicable to Past Period; 

Additions: 

Inventory Omissions, Dec. 31, 1949 $ 15,000 

Capital Expenditures Charged as Expenses 9,000 

Sundry Credits 1,000 25,000 

$475,000 

Deductions; 

Underestimated Depreciation $ 40,000 

Additional Federal Income Tax for 1949 3,000 

Sundry Debits. ... 2,000 45,000 


Adjusted Earned Surplus Unappropriated, Jan. 1, 1950 $430,000 

Current Operations: 

Net Profit for 1950. $230,000 

Less Prorision for Federal Income Tax .. .. 90,000 

Addition to Earned Surplus Unappropriated 140,000 

$570,000 

Less: 

Cash Di^■idends on Preferred Stock $ 30,000 

Cash Dixudends on Common Stock 50,000 

Write-off of Organization Expense 10,000 

Deductions from Earned Surplus Unappropriated . 90,000 

Earned Surplus Unappropriated before Reserves $480,000 

Appropriations ; 

Reserve for Bond Sinking Fund S 20,000 

Reserve for Plant Extension 30,000 

Total Appropriarions 50,000 


Balatrce of Earned Surplus Unappropriated, Dec. 31, 

1950 $430,000 

Earned Surplus Appropriated: 

Reserve for Bond Sinking Fund, Jan. 1, 1950 . . SSO.OOO 
Add 1950 Appropriation (see above) 20,000 

Reserve for Bond Sinking Fund, Dec. 31, 1950 $100,000 

Reserve for Plant Extension, Jan. 1, 1950 $60,000 

Add 1950 Appropriation (see above) 30,000 

Reserve for Plmit Extension, Dec. 31, 1950 90,000 

Total Earned Surplus Appropriated 190,000 


Balance of Earned Surplus Appropriated and Unappro- 
priated, December 31. 1950 $620,000 


Statement of Earned Surplus 
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affecting Earned Surplus Appropriated. The first section includes 
correcting entries, both debits and credits; dividend declarations, 
preferred and common; %vrite-offs of any assets chargeable to surplus; 
and contractual and (^scretionary appropriations. The second section 
shows the increases in the earned surplus appropriated accounts 
brought dowm from the first section. The final figure gives the total 
of all earned surplus accounts as of the date of the balance sheet. 

The statement of earned surplus reports primanly the activities 
of the board of directors in declaring dividends, appropriating sur- 
plus, and VTiting off mtan^ble assets. These activities affect the ac- 
counts of a corporation and are not found in the sole proprietorship 
or the partnership; the statement of earned surplus, therefore, is only 
to be found in corporation accounting. 


METHOD Of When no-par-value stock is sold, the amount 

VALUE*STOCK r^ived is credited to the capital stock ac- 

count. Since the stock does not have a par 
value, neither premium nor discount on stock needs to be considered. 
For example, if the R. F. Monroe Corporation is authorized on June 1, 
1949, to issue 4,000 shares of no-par*va!ue stock and on that date 
sells 2,000 shares of this stock at $27 a share, the opening entries are: 


June 1 The R. F. Monroe Corporation is incorporated ivith 
an authorized capital stock of 4,000 shares ha%iQg no- 
par value 

1 Cash 54,000 

Common Stock 54,000 

Sold and issued 2,000 shares of no-par-value 
stock at $27 a share 


If a balance sheet was prepared after these entries had been posted, 
the proprietorship section would be: 


Proprietorship 

Common Stock Outstanding (NivPar Value) 2,000 shares* $54,000 

•No-Par Value Stock Authorized, 4,000 shares 

^^^len subscriptions to stock of no-par ralue are entered in the 
books, they are recorded at the selling price of the stock and the 
credits to Common Stock Subscribed are entered at the same amount. 

Under the laws of some states the directors of a corporation may 
specify that a portion of the payment for stock of no-par ralue is 
to be credited to Common Stock and the remainder to Premium on 
Common Stock. The portion to be credited to Common Stock is 
known as the stated value. In the prerious illustration the stated \’alue 
might have been $20 a share. The entry would then have been: 
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JuiielCash 54,000 

Common Stock 4 q qqq 

Premium on Common Stock 14'000 


Sold 2,000 shares of no-par-value stock at ?27 a 
share. The stated value of tlie stock is $20 a 
share. 

The accounting for no-par-\^lue stock with a stated t^lue is 
similar to the accounting for par-ralue stock. 


TREASURY STOCK ^^Tien a corporation reacquires some of its 

own stock from its stocMiolders either by 
pimcliase or ^t, such stock is knotwi as treasmy stock. Since treasury' 
stoclc has been issued for Tulue by the corporation, it can be sold at 
any price mtliout the usual limitations on discount. Ti-easmy stock 
should be distinguislied from miissued stock, since the latter has 
never been issued by the corporation and therefore has no accomitable 
■\^lue. 


Outstanding capital stock may be donated to the corporation by 
existing stockholdera in order that worldng capital can be obtained 
through its sale. This practice is occasionally used by corporations 
that have issued all their stock in pajmient for property. The follow- 
ing illustration will sliow the metliod of recording such transactions 
invoking ti'easmy stock. 

The stocldiolders of a corporation donate 600 shai-es of common 
stock having a par ralue of $100 a share. The entry to record the 
receipt of the stock by the corporation on Febraaiy 20 is: 


Feb. 20 Treasury Stock Common 60.000 

Donated Surplus 60,000 


Received a donation of 600 shares of common 
stock, par value $100, from stockholders. 


If all this ti'easimy stock is sold at par on hlarch 25. the following 
entry will be made: 


klar. 25 Gash 60,000 

Treasury Stock Common 60.000 


Sold 600 shares of treasurj* stock at par. 


Aftei' tliese entiles have been posted, tlie donated surplus ac- 
coimt will have a balance of $60,000, whicli is the profit derived from 
the donation and the sale of the ti'easmy stock. This profit may be 
considei'ed as pai't of the capital siu'plus of the corporation. 

Fi'equently tlie stock that has been donated to a corporation can- 
not be sold at par. If, in the case given above, the stock were sold at 
$90 a shai'e, the enti'y would be as sho^vn on the following page: 
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Mar 25 Cash 54 000 

Donated Surplus 6 000 

Treasury Stock Common 60 000 

Sold 600 shares of treasury stock par %alue 
$100 at $90 a share 

The donated sxirplus account would then have a balance of $54 000 
which would be the increase in propnetorship resulting from the gift 

If onl> 300 shares had been sold at $90 a share, the entry would 
have been as follows 

Mar 25 Cash 27 000 

Donated Surplus 3 000 

Treasury Stock Common 30 000 

Sold 300 shares of treasury stock par value 
$100 at $90 a share 

The donated surplus aecoimt is credited at the par value of the 
stock until the stock is sold If the treasury stock is sold at a discount 
the amount of the discount is debited to Donated Surplus thus lower- 
ing the balance of that account If donated stock is sold at a premium 
the donated surplus account is credited for the amount of the premium 
in order to show the increased value of the gift to the corporation 

More frequently a corporation purchases its own stock In this 
case the treasury stock account is debited for the par value of the stock 
purchased and credited for the par value of the stock sold Any 
difference between the par value of the stock and the purchase pnce 
IS debited or credited to an account called Treasury Stock Surplus 
This account is a capital surplus account When the stock is sold the 
par value is credited to the treasury stock account and any difference 
between the par value and the selling price is debited or credited to 
Treasury Stock Surplus 

For example a corporation purchases 500 shares of its owm pre- 
ferred stock (par value $100) for $40 000 The entry to record this 
purchase on Apnl 15 is 

Apr 15 Treasury Stock Preferred 50 000 

Cash 40 000 

Treasury Stock Surplus 10 000 

Purchased 500 shares of stock par value $100 
from the stockholders at $80 a share 

If the stock IS sold on May 10 for $55 000 the entry to record the 
transaction is 

May 10 Cash 55 000 

Treasury Stock Preferred 50 000 

Treasury Stock Surplus 5 000 

Sold 500 shares of treasury stock purchased on 
Apnl 15 at $110 a share 
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The result of these two transactions is to increase the capital sm-- 
pliis account Treasury Stock Siuplus $15,000. If the sale had been 
at $90 a share, the credit balance in Ti-easury Stock Surplus would 
have been $5,000. If the stock had been sold at less than cost, say 
at $70 a share, the treasury stock sui-plus account would have a debit 
balance and would be a subtraction from the other capital surplus 
accoimt balances. 

The treasmy stock account is a valuation accomit affecting the 
stock issued account. The difference between stock issued and treasurj^' 
stock should show stock outstanding. For example, assume that 
The Faries Corporation had issued 1,000 shares of $100 par preferred 
stock and 1,000 shares of $100 par common stock, had later purchased 
200 shares of the common stock at $80, and had an earned surplus of 
$5,000. These facts would appear on the balance sheet as follows: 

Proprietorship 

Capital Stock: 

Preferred Stock (issued 1,000 shares) $100,000 

Common Stock (issued 1,000 
shares) $100,000 

Less Treasury Stock Common (200 
shares) 20,000 

Common Stock Outstanding (800 shares) 80,000 

$180,000 

$ 4,000 
5,000 

Total Surplus 9,000 

Total Proprietorship . . $189,000 

If the treasury stock in the preAdous case had been purchased at 
$110 a share, the balance sheet would appear as shown on the following 
page. 

Ti'easmy stock is considered by some corporations to be an asset 
in the form of a temporary investment and is reported as such on the 
balance sheet. This is particularly true when the stock has been piu- 
chased for resale. For example, a corporation may piu'chase its own 
stock on the open market for the pimpose of selling it later to employees 
on the installment plan. It is considered more desirable, howevei’, to 
treat treasmy stock as a minus proprietorship item, or, in other words, 
as a deduction from the capital stock outstanding. No di^^dends of 
any tj^ie are declared on treasury stock. 


Total Capital Stock Outstanding 
Surplus : 

Capital Surplus: 

Treasury Stock Surplus 
Earned Surplus 
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Proprietorship 

Capital Stock 

Preferred Stock (issued 1 000 shares) $100 000 

Common Stock (issued 1 000 

shares) $100 000 

Less Treasurj Stock Common (200 
shares) 20 000 

Common Stock Outstanding (800 shares) 80 000 


Total Capital Stock Outstanding 
Surplus 

Earned Surplus 
Capital Surplus 

Treasur\ Stock Surplus (deficit) 


$180 000 

$ 5 000 
2 000 


Net Surplus 


3 000 


Total Propnetorship 


S1S3 000 


QUESTIONS 

1 The United Corporation (a) issues at $110 a share, 1,000 shares of 
common stock having a par \*alue of $100, (b) revalues at $500,000 it» 
building the value of which recorded at $400,000, (c) accepts from 
the Beverlj Chamber of Commerce a gift of a plot of ground that u 
appraised at $100 000 and on which a branch plant is to be erected 
Giie the entrj to record each of the transactions. T^Tiat is the effect of 
each transaction on the propnetorship of the corporation’ 

2 The eammga before income taxe> of the United Corporation for the 
current j ear are $2o0,000 The corporate income tax rate i» 40^^ 
The board of directors (a) appropnatfc> $10,(KK) in accordance with an 
agreement with the bondholders (b) appropnates $25,000 to be used for 
the extension of the plant, and (c) dedare& a quarterh dividend of $2 
a «hare on outstandmg capital stock of 10,000 'shares Give the entne> 
nece^sarj to record these transactions. 

3 At three pre\nou> times during the current > ear the board of directors 
of the United Corporation (Question No 2) declared a quarterlv divi- 
dend of $2 a share How much was Earned Surplus Unappropnated 
increased dunng the jear’ 

4 The (General Manufacturmg declares quarterlv dividends of $1 
a share on outstanding common stock of $500,000, par $100 l^Tiat 
entrj is required to record (a) the declaration of each dividend’ (b) the 
payment of each dividend’ 

5 The board of directors of The General "Manufacturing Co declares a 
50% stock dividend (a) Give the entn required bj this t^an^actlon. 
(b) If A holds 20 shares of the stock of this companv , how many shares 
will he receive as a dividend? 
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6. The proprietorship of the Brown Corporation is shown as follows: 


Common Stock ($100 par) $50,000 

Premium on Common Stock 4,000 

Earned Surplus Unappropriated 30,000 


A 20% stock di^ddend is declared, (a) Give the entries to record the 
declaration and payment of the dmdend. (b) TiHiat was the book ^ralue 
pel' share before the declai'ation of the stock di\ddend? after the issue of 
the di\ddend? (c) 'i^Tiat was the effect of tlie issue of tlie stock di^^dend 
on tlie omiership equity of each stocklioldei* in the corporation? 

7. The Pacific Transportation Company has 10 stockholders, eacli own- 
ing 100 shares of stodc ha^ung a pai* value of $100 a share. The surplus 
is $20,000. Eacli stocklioldei' donates to tlie cotyoration 20% of his 
stodc. What is the book \mlue of eadi shai'e and of the total shai'es hdd 
bir each stocklioldei' (a) before tlie donation? (b) after the donation? 

8. The following balance sheet is a condensed form of tliat prepared 
for tlie Swanson h'lanufacturing Co. at the end of a fiscal year: 

SWANSON MANUFACTURING CO. 

B.-vl-ANce Sheet 
May 31, 1950 


Assets Liabiuties and Pbopbietorship 


Current Assets 

$100,000 

Current Liabilities 

$ 50,000 

Treasury Stock 

20,000 

Common Stock 

100,000 

Fixed Assets 

80,000 

Donated Surplus 

20,000 

Goodvdll 

30.000 

Paid-in Surplus 

Earned Surplus Un appro- 

30,000 



printed 

30,000 

Total Assets 

$230,000 

Total Liab. and Prop. . 

$230,000 


(a) E.xplain the nature and the possible origin of each item, (b) 
How mudi is available for disMbution as dmdeiids? 


PROBLEMS 

1. The balance sheet of tlie Emei-son Corporation on June SO, 1949, 
consisted of: Casli, $35,000; hlerdiandise Inventory, $40,000; Common 
Stock ($25 par value), $75,000. The following transactions occurred 
during the fiscal year ended June 30, 1950 : 

(a) Sold 400 shares 5% preferred stock, par value $100, for cash. $40,000. 

(b) Operations for the year were reflected in the following summary: 

Cash 25,000 

^lerchandise Inventory 15,000 

Profit and Loss Summary 


40,000 
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(c) Made pro%TSion for federal income tax liability of $7,500 and clo<!ed 
the balance of Profit and Loss Summary to Earned Surplus Un- 
appropriated 

(d) Declared preferred stock dividend Ko 1 of $5 a share and common 
stock dividend No 1 of $4 a share 

(e) Paid the dmdends 

(f) Appropriated $2,500 of surplus for inventory losses 

Instructions (1) Record the June 30, 1949, balances and the transactions 
directly in ‘ T” accounts Identify each debit and each credit with the letter 
given for that transaction in the list of transactions The accounts required 
are Cash, Merchandise Inventorj, Federal Income Tax Payable, Preferred 
Dividend Payable No 1, Common Dividend Payable No 1, Preferred Stock, 
Common Stock, Reserve for Inventory Losses, Earned Surplus Unappro- 
priated, Profit and Loss Summary 

(2) Prepare a trial balance as of June 30, 1950 

2 The Knily Corporation was organized on June 1, 1950, with authorized 
capital stock of 6,000 shares of common, $100 par The following trans- 
actions took place during the first month 

June I Common stock (I 500 shares) was given in exchange for assets as 
follows Inventory, $60 000, Buildings, $50,000, Store Equipment, 
$30,000, and Land. $10,000 

2 Subscriptions were received for 2 000 shares of common stock at 
$110, with 50% cash received at the time of subscnption 

3 In order to provide additional working capital, common stock 
holders donated 500 shares of common stock to the corporation 

4 Two hundred shares of treasury stock were sold to the public at $90 
8 The assets of a going company were accepted in paymient for 600 

shares of common stock The assets received were valued as follows 
Buildings $25 000, Land, $16,000, and Goodwill $10,000 
19 Received the balance due on the common stock subscnbed Issued 
the stock 

25 Had the company’s buildings appraised The appraiser estimated 
that the buildings should be valued at $100,000 The adjustment 
was made on the records to revalue the buildings account 

Instructions (1) Record the foregoing transactions in * T” accounts 
The accounts required are Cash Subscriptions Receivable Common, 
Merchandise Inventorj, Store Equipment, Buildings, Land, Goodwill, 
Common Stock, Treasury Stock Common Common Stock Subscnbed, 
Premium on Common Stock, Surplus from Revaluation, Donated Surplus 
(2) Prepare a balance sheet as of June 30, 1950 

3 The propnetorship section of the balance sheet of the Pacific Corpora- 
tion as of December 31, 1949, is given at the top of the opposite page 

The following transactions affecting the proprietorship accounts took 
place dunng 1950 

Jan 15 The following errors and omissions for 1949 were discovered dunng 
the annual audit just completed 

(a) On September 15, 1949, the company purchased 1,000 shares 
of its own common stock on the open market at $95 The 
discount was credited to Earned Surplus Unappropnated 
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Proprietokship 

Capital Stock: 

Common Stock ($100 par) $600,000 

Less Treasury Stock Common 100,000 


Total Capital Stock Outstanding $500,000 

Surplus : 

Earned Surplus Appropriated : 

Reserve for Plant Extension. $ 75,000 

Earned Surplus Unappropriated 100,000 


Total Surplus 175,000 


Total Proprietorship $675,000 


(b) New machinery with an estimated life of 20 years was pur- 
chased on January 2, 1949. The cost of installation was 
$2,000 and the premium on a 2-year insurance policy was 
$400, These last two items were charged to expense accounts 
and were closed to Profit and Loss Summary. (Depreciation 
aird expired insurance must be allowed for in the correcting 
entry.) 

(c) No entry was made on the books to record a stock diWdend 
of 10% on common stock outstanding (5,000 shares). Stock 
representing this dividend had been issued on December 16, 
1949. 

Dec. 31. The following business was transacted at the meeting of the board 
of directors: 

(a) The $250,000 net profit for 1950, reflected in the balance of 
the profit and loss summary account, is to be distributed as 
follows : 

P^o^ision for federal income tax payable, $100,000. 

Balance of the profit and loss summary account to be closed 
to Earned Surplus Unappropriated. 

Declared cash dhidend (No. 7) of $15 a share on the com- 
mon stock outstanding (5,500 shares), payable January 
5, 1951. 

(b) The reserve for plant extension is to be increased by $75,000. 

(c) Organization expense of $1,000 is to be written off. 

Instrnciions: (1) Open “T” accounts for the following capital stock and 
surplus accounts: Common Stock; Treasury Stock Common; Treasury Stock 
Surplus; Reserve for Plant Extension; Earned Surplus Unappropriated. 
Enter tlie balances shown in the proprietorship section of the Pacific Cor- 
poration’s balance sheet as of December 31, 1949. 

(2) Prepare general journal entries to record the transactions. Post 
these entries to the proprietorship accounts only. 

(3) Prepare the proprietorship section of the balance sheet as of December 
31, 1950. 

(4) Prepare a statement of earned surplus for the year ended December 31, 
1950. 



CHAPTER XXIV 

CORPORATION STOCKS AND BONDS 


CORPORATION CAPiTAL\vhen money is invested in a corporation, 
^^incTs corporation is expected to earn profits out 

of which dividends will be paid to the m\ est- 
ers In previous chapters corporation capital was showTi to be con- 
tnbuted largely by stockholders, who participated in corporate profits 
through dividend declaration Corporations might issue two kinds of 
stock, preferred and common, the preferred with a prior but limited 
claim on earnings and the common with a secondary but unlimited 
claim on earnings 

Because of the ease of transferring stock and the availability of 
earnings through dividends, corporations have found investors ready 
to exchange their money for shares of stock Some corporations have 
absorbed the property of competitors in exchange for shares of their 
own stock The great business of investment banking and the huge 
volume of trading on the stock exchanges give evidence of the present- 
day interest in corporation stocks The corporation has become the 
great capital assembling unit of modem business 

Since some investors prefer a guaranteed income m the form of 
interest and an assurance of the return of the investment at some date 
in the future, many corporations have sought this form of capital 
through the issuance of corporate bonds Such capital js, for the 
corporation, borrowed capital and involves periodic interest payments 
together with ultimate return of the pnncipal Because interest pa>- 
ments are more certain and because creditors have pnor claim on 
corporation assets, the cost of borrowed capital is less than the cost 
of capital obtained by selling preferred and common stock Interest 
on bonds is an expense of the corporation and must be paid before 
income tax and dividends 

To illustrate the effect of obtaining capital by the methods discussed 
above, assume that each of three corporations has capital of $4,000,000 
and that this capital has been obtained as follows* 

CORPOBATIOV A. 40,000 shares of $100 par common stock 
Corporation B 20,000 shares of $100 par 5% preferred stock. 

20.000 shares of $100 par common stock 
Corporation C $2,000,000 of 4% bonds 

10.000 shares of $100 par 5% preferred stock. 

10,000 shares of $100 par common stock 

43S 
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Assume also that each corporation has eai-nings, before the payment 
of bond interest, of $500,000 and that 40 per cent of the net profit 
is paid as income tax. The following table then shows the calculation 
of the earnings per share available for the common stocklioldei’s of 
each corporation. 


Capital Structure: 

4% Bonds 

6% Preferred Stock, $100 par 

Common Slock, $100 par 

Corporation 

A 

Corporation 

B 

Corporation 

c 

i 

40,000 shares 

20,000 shares 
20,000 shares 

$2,000,000 
10,000 shares 
10,000 shares 

Earnings 

Less Interest on Bonds 

Balance 

.$500,000 

$500,000 

$500,000 

80,000 

$500,000 

200,000 

$500,000 

200,000 

$420,000 

168,000 

Less Provision for Income Tax (40% of profit 
after bond interest) 

Balance 

Dividends on Preferred Stock 

Available for Dividends on Common Stock 
Earnings per Share of Common Stock 

$300,000 

$300,000 

100,000 

$252,000 

50,000 

$300,000 

$7.50 

$200,000 

$10 

$202,000 

$20.20 


In Corporation A, the earnings per share of common stock are 
$7.50. In Corporation B, half of the capital is obtained from 5 per cent 
preferred stock; the balance available for the common stockholders is 
therefore increased to $10 a share. In Corporation C, half of the capital 
is obtained from 4 per cent bonds and the amount paid in bond interest 
is not subject to income tax; as a result, the earnings per share of com- 
mon stock are increased to $20.20. 

This table shows the advantage to common stocldiolders of ha\ing 
corporation capital obtained through bonds and preferred stocks 
whenever the corporation earns on an average more than the cost of 
bonds or the retinn on preferred stock. But, if the average earnings 
are less than the interest rate on bonds or the return on preferred 
stock, the common stock carries the risk of loss of retmm. Assume 
that in the previous examples the annual earnings of each corporation 
had been only $170,000 before bond interest and that the income tax- 
rate continued at 40 per cent. The earnings available for common 
stockholders would then have been as shovm on page 434. 
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CORPORATIOv' 

Corporation 

Corpora Tios 


A 

B 

C 

Capital Structuhe* 


i 


4% Bonds 



$2,000,000 

5% Preferred Stock, $100 par 


20,000 shares 

10,000 shares 

Common Stock, $100 par 

40,000 shares 

20,000 shares 

10,000 shares 

Earnings 

$170,000 

$170,000 

$170,000 

Less Interest on Bonds 



80,000 

Balance 

Less Provision for Income Tax (40% of profit 

$170,000 

$170,000 

$ 90,000 

after bond interest) 

68,000 

68,000 

36,000 

Balance 

$102,000 

$102,000 

$ 64,000 

Dividends on Preferred Stock 


100,000 

50.000 

Available for Dividends on Common Stock 

$102,000 1 

$ 2,000 

$ 4.000 

Earnings per Share of Common Stock j 

$2 55 

1 

10<f 

40(f 

1 


BONDS PAYABLE A bond IS a pTOTnise under sea) to pay a 
definite sum of money at a stated time and 
to pay interest at a stipulated rate. Certain property Is usually pledged 
as security for the payment of both the principal and the interest, 
but bonds may be issued without being secured by a particular piece 
of property or by a mortgage. 

The purpose of the bonds payable account is to show the face 
value of the bonds outstandmg against the corporation. This account 
is credited unth the face value of the bonds issued and debited uith the 
face value of all bonds redeemed or otherwise retired. ^Vhen a cor- 
poration has several issues of bonds outstanding, a separate account 
for each issue is maintained. 

The bonds payable account should give the life of the bonds, the 
date they come due, the interest rate, and how often interest is paid. 
If a corporation has only two or three issues, each may very' well be 
shown separately on the balance sheet. But if it has many issues, 
they may be combined into one item on the balance sheet and the 
detail may be given in a supporting schedule. Bonds payable accounts 
are reported on the balance sheet as fixed liabilities. 

Bonds are classified in various ways. As to the mode of interest 
payment, they may be registered or coupon bonds. If registered, the 
interest check is made out to the registered party; if coupon, the 
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coupon is clipped and sent in for payment. As to secmity, bonds may 
be secured, as explained below, or unsecured. As to payment of principal, 
they may call for payment of a definite amount at a definite date in 
the future, or they may provide for pasunent at a time determined by 
lot, or they may be convertible into some other form of security at the 
option of the corporation or the holder. 

A secured bond is one of a series, the payment of which is assured 
by gi\dng bondholders a preferred claim on some particular asset. This 
asset may be a building, it may be the entire plant including buildings 
and machinery, or it may be stoclcs or bonds owned by the debtor 
corporation. 

If bonds ai’e sold before interest begins to accrue, the entry is a 
simple one debiting Cash and crediting Bonds Payable. If the sale 
occurs later, it is customary to charge the buyer vdth the accrued 
interest. For example, assume that $100,000 worth of 4 per cent bonds 
dated January 1, 1949, were sold on April 1, 1949. Three months' 
interest at 4 per cent would have accrued between January 1 and 
April 1. The entry on the records of the selling corporation would be: 


April 1 Cash 101,000 

Bonds Payable 100,000 

Bond Interest Expense 1,000 


Sold $100,000 worth of 4% bonds, dated Jan. 1 
at par plus accrued interest. 


BOND PREMIUM Bonds ai'e sometimes sold for more than their 

AND DISCOUNT value. If a business has unusually high 

credit or offem an exceptionally high rate of interest, buyers may be 
walling to paj'- more than the face value for its bonds. For example, 
on January 2, 1949, Bland & Company sell $100,000 w^orth of bonds, 
wdiich are due in five yeai’S and bear 6 per cent interest, at $105. The 
transaction is recorded as follow^s: 


Jan. 2 Cash 105,000 

Bonds Payable 100,000 

Premium on Bonds Payable 5,000 


Sold $100,000 worth of five-year 6 % bonds at 105. 

The investors paid this premium because they w^ere willing to lend 
money to the corporation at less than the contract rate. In othei' w^ords, 
the prevailing interest rate is less than the contract rate for this par- 
ticular issue of bonds. The adjustment to the actual jield of the bonds 
so that the investors will receive onlj' the prevailing rate of return is 
effected by ha^ing the investor pay in advance for the privilege of 
receiving a return in excess of the prevailing rate. Bland & Companj’^ 
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ha\e incurred two liabilities one to pa\ the face %’alue of the bonds 
($100,000) in fi\e jears, and the other to paj interest at a higher rate 
than the prevailing rate 

Since the bond premium has been received because the rate of 
interest to be paid is higher than the prevaihng rate, it maj be con 
sidered as a Lability At the time of each interest payment the cor 
poration will pa> to the bondholders interest at the contract rate 
Not all of this paj-ment, hotte\er, \m 1I represent actual interest cost 
to the corporation, as a portion of the premium already recen ed ma^ 
be considered as an offset against the interest payment 

The nature of bond premium can be illustrated b> emphasizing 
the movement of cash incident to the bond issue WTien a premium is 
received on bonds issued the movement of cash mnard is that much 
greater than the movement of cash outn’ard when the bonds are paid 
The interest payments during the life of the bonds must absorb thb 
difference 

In the transaction above Bland Companj received $105,000 in 
cash at the time the bonds were sold During the life of the bonds the 
corporation pays $6 000 a year as interest or a total of $30 000 ^^’he^ 
the bonds come due at the end of the fifth jear, the corporation pa)^ 
the bondholders the principal amount of $100 000 The cash account 
reflecting the bond transactions is shown below 
Cash 

Cash reeeued from sale of Cash paid for interest over 

6^ bonds 105 000 five jears 30 000 

I Cash paid for principal 100 000 

The r^ult is a net decrease in cash over the life of the bonds 
amounting to $25 000 which is the cost of the bond deal Distnbuted 
ov er fiv e > ears this giv es an annual cost of $5 000, or 5 per cent, on 
the value of bonds outstanding 

Bonds ma> also be sold at a discount For example, on Januarj 
2 1949, Bland Company sell five-jear, 4 per cent bonds with a face 
value of $100,000 at $95 This transaction is recorded as follows 

Jan 2 Cash 95 000 

Discount on Bonds Pajable 5 000 

Bonds Paj able 100 000 

Sold $100 000 »OTth of five >ear 4*^ bonds at 
95 

The discount on the bond* represents a deferred charge to interest 
cost The corporation has contracted to repay at matuntj an amount 
greater than it received m cash In return, however, it will pa> at the 
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end of eacli year intei-est at a lower rate than the prerailing one. The 
discount may be considered as analogous to intei-est paid in advance 
when a note is discounted. 

In the transaction above, Bland & Company received $95,000 in 
cash at the time the bonds were sold. During the life of the bonds, 
tlie corporation paj^ $4,000 a year as interest, or a total of $20,000. 
"i^^ien the bonds come due at the end of tlie fiftli year, the coi-poration 
paj-s the bondlioldem the principal amomit of $100,000. The cash 
account reflecting the bond transactions is sho\wi below: 

Cash 


Cash received from sale of 
4% bonds 95.000 


Cash paid for interest over 

five years 20,000 

Cash paid for principal .... 100,000 


The net cash difference here is, as in the bonds sold at a premium, 
$25,000. or $5,000 a year. This amounts to 5 per cent on the amount 
issued. 

AMORTIZATION OF The bond premium and tlie bond discount 
ROMn accounts should be vvitten off over the life 

of the bonds. The amomit of tlie annual 
MTite-off is an adjustment of tlie annual interest expense. 

In the case of the five-year. 6 per cent bonds sold at a preiniimi of 
$5,000, the annual mite-off is $1,000. The entiy for the payment of 
the annual interest is: 


Dec. 31 Premium on Bonds Payable 1,000 

Bond Interest E.xpense 5,000 

Gash 6,000 


To record the payment of interest at 6$^ on the 
bonds outstanding and the amount of the pre- 
mium that offsets this payment. 

In the case of tlie five-yeai-. 4 per cent bonds sold at a discount of 
$5,000, tlie annual mite-off of $1,000 increases tlie charge to Bond 
Intei-est Expense. The entry for the payment of tlie annual interest is: 


Dec. 31 Bond Interest E.xpense 5,000 

Cash 4,000 

Discount on Bonds Payable 1,000 


To record the payment of interest at on 
tlie bonds outstanding .and the amount of the 
discount that applies to this payment. 

In the preceding illustrations the amortization of bond premium 
and bond discoimt was i-ecorded in connection with the bond intei-est 
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pajment An alternate method pcetponea the amortisation entry 
until the end of the fiscal period \\hen it is ^own as an adjtbtmg entr> 
A single adjustmg entrj can summarize for the \ ear all the adjuilments 
for all bond interest paNnnents For example a corporation might ha\ e 
outstanding two bond issues providmg for quarterh payment of inter 
est to bondholders In place of ei^t entne» in the bond ^•aluatlon 
accounts one made at the time of each interest pa\'ment one adjusting 
entry could summarize the effect on the bond premium or bond dLSCount 
accounts 

BOND PREMIUM AND The accounts with bond premium and bond 
th^bala^nce^hSt discount ma\ be considered as \'a]uation ac 
counts affecting bonds pa\'able If that is 
done the premium on bonds pa\-able for the p’wedmg illustration 
would appear on the balance sheet as folJon-s 
Fixed Liabilities 

6^ Bonds Pa>*able (Due December 31 19o3) <100 000 

Premium on Bonds Pa\ able 4 000 S104 000 


Discount on Bonds Pa\-able would similarlv be attached to the 
bonds, parable account and would be shoirn on the balance sheet a& a 
deduction 

Manj accountants consider it better practice to separate the bond 
premium and bond discount accounts from the bond* parable account 
on the balance sheet The bonds parable account then appears at 
face ralue Discount on Bond* Paj-able is shown on the a*set side of 
the balance ‘«heet as a deferred charge to expense Premium on Bond* 
Pa\able is shown as a deferred credit to mcorae on the ljabiht\ side 

BOND SINKING FUND When bond* are issued it is frequentl} with 
the provision that a definite amount i* to be 
'^et aside each \ear to provide for their retirement at matuntj The 
amounts «et aside form a stnl tng fund The total amount of thi* fund 
should upon the matunt> of the bonds equal the face ^'alue of the 
bond* The fund ma^ be in cash although it consists more commonl\ 
of m\estments m marketable secuntie* The control of this fund ma\ 
be m the hand* of a third part^ knoivn as a trustee 

When an amount is transferred to the sinking fund an account 
called Bond Sinking Fund is debited and the cash account is credited. 
For example the Horal "Manufacturing Compan\ i^e* 20*vear bonds 
amounting to $100 000 with the provision that $5 000 is to be <et 
aside m each of the 20 j-ears to provide a ^inking fund for the retire- 
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ment of tlie bonds at matmity. The entiy to record the annual transfer 
of an amount to this fund is: 

Dec. 31 Bond Sinking Fund , 5,000 

Cash 5,000 

To transfer to the sinking fund for bonds an 
amount equal to one twentieth of the face 
value of the bonds. 


In the entry above, no protusion is made for an increase in the 
sinldng fmid through investment by the trustee. Any earnings of the 
fund from investment might be used to decrease the amount of the' 
annual pajmient into the fund. The one important item is tliat the 
fund be large enough to pay off the bonds when they come due. Thus 
there null be no drain on the cmrent asset Casli at that time. The 
enti'y for the pa^nnent of this bond issue at the end of the twentieth 
year is: 


Dec. 81 Bonds Payable 100,000 

Bond Sinking Fund 100,000 


Paid the bonds outstanding. 

The balance of the bond sinldng fund account should be reported 
on the balance sheet as an asset under the heading "Investments.” 


BOND SINKING FUND jn order to give added assm^ance that earn- 
RESERVE Ijg stockholder as diti- 

dends, to the disadvantage of bondholdei's, the bond issue ma}* protdde 
that a resei’ve for the bond sinldng fund shall be established out of 
profits. This reserve is established to reduce the amount of earned 
sm'plus available for diTudends and thus to make gi’eater the security 
back of the bonds. An entry must thei'efore be made to transfer from 
die earned sm'plus unappropriated account to a new account, called 
Reserve for Bond Sinldng Fund, a part of the profits equal to the 
amount transfeired to the bond sinldng fund. For example, if, in the 
case of the Royal IManufactm'ing Company, a reserve for the bond 
sinldng fund is established from profits, the following entrjx in addition 
to the entry at the top of this page shoving the annual transfer of an 
amount to Bond Sinking Fimd, must be made each yeaiv 


Dec. 81 Earned Surplus Unappropriated 5,000 

Reserve for Bond Sinldng Fund 5,000 

To transfer a part of the earned surplus to the 
reserve for bond sinldng fund. 

The reserve for bond sinldng fimd accoxmt is an earned surplus 
appropriated account, as explained in the preceding chapter. Diuing 
the twenty yeai's there will have been transfeived to this account 
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$100,000 This means that this amount of eammgs has been unavaila 
ble for di\ idends 

It will be obser\ ed that the reserve for the bond sinking fund has 
no direct relation to the bond sinking fund itself, but that its use is 
simply a means of insunng an increasing security back of the bonds 
After the bonds have been paid, the reserve is no longer necessarj 
It can therefore be transferred to Earned Surplus Unappropriated, 
and this part of the profits can be distributed as dividends or used m 
any other vv ay that the board of directors may choose The entrj to 
transfer the reserve to the earned surplus unappropriated account is 
shovvTi below 

Dec 31 Reserve for Bond Sinking Fund 100 000 

Earned Surplus Unappropnated 100 000 

To transfer the reserve to the earned surplus 
unappropnated account 

LONG-TERM NOTES Corporations often issue notes to obtain fixed 
capital in place of bonds These notes maj 
be for a penod of two to five years, anticipating a later bond issue 
when the bond market is more favorable Or they may be for longer 
penods, up to twenty-five years to avoid the expense of a bond issue 
when funds are available from financial institutions such as life insur 
ance companies For example, if funds are obtained from three or 
four large life insurance companies with cash to invest for long penods 
the transaction is simpler and less involved than dealing with thousands 
of bondholders 

These corporation notes may have many factors similar to bond 
issues They may provide for a note sinking fund They commonl> 
have similar safeguards to insure payment at matunty They differ 
from bond issues in that they are ordinanly placed pnvately with a 
few lenders and that they do not commonly involve premiums or 
discounts 

The account maintained with an issue of long term notes is similar 
to that maintained with any issue of bonds The title of the account 
should indicate the nature of the issue The balance is reported as a 
fixed liability on the balance sheet 

STOCKS AND A balance sheet illustrating certain corpora 

CORPORATION accounts was given at the end of Chapter 

BALANCE SHEET XXII A new balance sheet illustrating addi 

tional corporation accounts presented in this and the preceding chapter 
is given on page 441 This balance sheet shows the financial condition 
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GENERAL TRADING CORPORATION 
BaI/ANcd Sheet 
Decrmher 31. 1919 




’O 

I 


(-0 

(■ 1 ) 


(t) 


(3) 

(7) 


Assets 

Current Assets: 

Cnsli S 9S,000 

Government Socuritios 15,000 

Receivables (less reserve) 32,000 

Inventories (at cost dotenninod on first-in, first-out basis of value) 45,000 


Total Current Assets* $190,000 

Investments: 

Stock of Howard Moyers and Son, Inc $ 15,000 

Bond Sinking Fund 70,000 


Total Investments 85,000 

Fixed Assets: 

Land S 20,000 

Buildings (loss reserve) 80,000 

Machinery (less reserve) 205,000 


Total Fixed Assets 305,000 

Intangible Assets: 

Patents and Processes 800 

Deferred Charges to Expense: 

Prepaid Insuranoe S 1,200 

Miscellaneous Doferrod Charges to Expense 7,800 


Total Deferred Charges to Expense 9,000 


TotU Assets 


LiAinuTins 


Current Liabilities: 

Accounts Payable $ 30,750 

Accrued Miscellaneous Items 3,050 

PrcfoiTcd Dividend Payable No. 32 1,500 

Common Dividend Poynblo No. 10 4,500 

Income Tax Payable 32,000 


$049,800 


Total Current Liabilities 


S 71,800 


Fixed Liabilities: 

Notes Payable (G% duo November 30, 1953) S 10,000 

Bonds Payable (10 years, 0% due December 31, 1952) 100,000 

Premium on Bonds Payable 3,000 


Total Fixed Liabilities 113,000 


Total Liabilities 


$184,800 


PnorniETonsniP 

Capital: 

Preferred Stock (G% o\imulative)* 

Common Stock (no par value — 10,000 shares issued)**. . 
Less Treasury Stock Common (1,000 shares) 

Common Stock Outstanding (9,000 shares) 

Total Capital Stock Outstanding and Subscribed 

Siirplus: 

Capital Surplus: 

Premium on Preferred Stock 

Treasury Stock Surplus 

Total Capital Surplus 

Earned Surplus Appropriated: 

Besorvo for Bonci Sinking Fund 

Ilesorvo for Plant Extension 

Total Earned Surplus Appropriated 

Earned Surplus Unappropriated 

Total Surplus. 

Total Proprietorship 

Total Lialnlitics and Proprietorship 


$100,000 

$250,000 

25,000 


225,000 


$325,000 


$ C,000 

2,000 


s.ooo 


$ 70.000 

20,000 


90.000 

42.000 


140.000 

4G5,000 


$C49,S00 


♦Authorized TVeferrod Stock, 1,000 shares, par value SIOO. 
'♦Authorized Common Stock, 20,000 shares, no par value. 
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of General Trading Corporation at the end of the eighth j ear of opera 
tion It should be not^ (a) that b> this time Organization Expense 
does not appear since it has been charged to Earned Surplus o\er the 
first fi-^ e } ears and (b) that accounts with subscribers are no longer 
present 

The significance of the items reported on the balance sheet should 
be carefullj studied since the\ illustrate the new corporate accounting 
practices just descnbed Items worthj of special note ha;e been 
marked b> numbers m parentheses All related items are given the 
same number Explanations of thes« related item* appear below 

(1) Divndends on preferred stock are pajrable quarterlj , those on 
common stock semiannuall> The account Preferred Dividend Pav 
able No 32 indicates the thirt> -second dividend declared on preferred 
stock since incorporation and the account Common Dividend Pavable 
No 16 indicates the sixteenth dividend declared on common stock 
On December 24 1949 a dividend of 11^ per cent, or $1,500, was 
declared on the preferred stock outstanding At the same time a divi 
dend of 50 cents a share was declared pavable on January 12, 1950, to 
common stockholders of record on December 29 1949 Since 9000 
shares of common stock were outstanding on that date (10 000 shares 
of stock issued minus 1 000 share* of treasury stock) the dividend 
was $4 oOO Both dividends are listed on the balance sheet as current 
liabilities 

(2) On November 30 1948 notes bearing 6 per cent interest and 
pa>able on November 30 1953 were issued The notes have a face 
value of $10 000 and are reported as a fixed babilitj The interest on 
these note* w hich has accrued from Nov ember 30 1949, to December 
31 1949 amounts to $50 ($10 000 G 6% = $600 a jear - 12 *= $50 
a month) and is included m the total of $3 050 shown as Accrued 
Miscellaneous Items under Current Liabilities 

(3) OnJanuar} 2 1943 bonds beanng 6 per cent interest and pav 
able on December 31 19o2 were issued The bond* have a face value 
of $100 000 but were issued at 110 The bond* pajable are therefore 
reported as a fixed Iiabilit} at their face v alue of $100 000 The pre- 
mium 4)f $10 000 receiv ed on the issue was reduced bj one tenth on 
each December 31 begmning with 1943, since it is to be amortized 
ov er the lO-j ear life of the bond* The balance of the premium $3,000 
is aLo shown as a fixed liability 

The agreement of the bondholders with the corporation provides 
that $10,000 m cash is to be deposited annuallj with a trustee to pt>- 
vide a smkmg fund for the retirement of the bonds and the $10 000 
IS al*o to be transferred annual]>, before anj divndend* are declared 
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from Earned Surplus Unappropriated in order to provide a reserve 
for the bond sinking fund. That the first provision has been complied 
with can be seen by reference to the balance of the bond sinldng fund 
account, which is listed as $70,000 under “Investments.” Compliance 
with the second provision is evidenced by the balance of the reserve 
for bond sinking fund account, which is reported at $70,000 under the 
heading “Earned Surplus Appropriated.” 

(4) The common stock has no-par value and is therefore reported 
at the amount received for it. The total of $250,000 on the balance 
sheet represents sales as follows: 


4,000 shares at .$25 a share $100,000 

4.000 shares at $26 a share 104,000 

2.000 shares at $23 a share 46,000 


10,000 shares sold $250,000 


The corporation reacquired in December, 1945, 1,000 shares of the 
common stock at $23 a share, or $23,000. This stock was reacquired 
because of a contract to sell the president 5,000 shares of common 
stock in 1950 at $20 a share. The treasury stock is shown on the balance 
sheet at an amount based on the value of the common stock that has 
been sold, $250,000. ($250,000 divided by 10,000 equals $25, the aver- 
age value of a share of common stock; $25 times 1,000 equals $25,000, 
the value of the treasmy stock.) The difference between the amount 
paid, $23,000 and the value assigned to the treasmy stock, $25,000, 
is $2,000, the treasmy stock sm-plus. On the balance sheet the value 
of the treasury stock is deducted from the amount of the common 
stock sold. The treasury stock surplus is shovm as part of the capital 
surplus of the corporation. 

(5) The stock of Howard Mej^em and Son, Inc., which was pur- 
chased by the General Trading Corporation, is reported at its cost 
under the caption “Investments.” Wlien the General Trading Cor- 
poration pm-chased its o\vn stock, the stock was shovm as a negative 
proprietorship item mider Common Stock Item (4). 

(6) The net operating profit of the General Trading Corporation 
for the year ended Decembei- 31, 1949, was $85,600. After bond 
interest expense of $5,000 and note interest expense of $600 were 
deducted, $80,000 was left as net profit. The fii-st charge against 
this profit was $32,000 for income tax. An entry was therefore made 
charging Profit and Loss Summary and crediting Federal Income Tax 
Payable. The following tabulation indicates the disposition of the 
income for 1949: 
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Net Profit from Operations 

Less Bond Interest Expense 

$ 5 000 

$So 600 

Note Interest Expense 

600 

0 600 

Net Profit before Pro\Tsion for Federal Income Tax 


SSO 000 

Less Pro\asion for Federal Income Tax 


32 000 

Net Profit after Pro\'ision for Federal Income Tax 
Less Dundends Common Stock 

S 9 000 

$48 000 

Preferred Stock 

6 000 

lo 000 

Addition to Net Worth 

Less Appropriation for Bond Sinking Fund 

sioooo 

$33 000 

Appropriation for Plant Extension 

20 000 

30 000 


Added to Earned Surplus Unappropriated § 3 000 


(7) Plans were made m 1949 to expend $S0 000 m 1953 on plant 
extensions The balance of the account Resen e for Plant Extensions 
$20 000, represents one fourth of this amount which was appropnated 
from the earnings of 1949 This item is listed under the caption ‘ Earned 
Surplus Appropnated 

Surplus IS dinded into three classes on the balance sheet of the 
General Trading Corporation capital surplus earned surplus appro* 
pnated and earned surplus unappropnated The last item represents 
surplus that can be distnbuted as dixidends or used m an> ^•a> that 
the board of directors maj choose 


QUESTIONS 

1 Each of two corporations with about equal credit ratings issues bonds 
amounting to $100 000 The A Corporation offers bonds with 6% mtere't 
and sells them abo\ e par The B Corporation offers bonds mth 4% interest 
and sells them below par (a) Does the A Corporation gam b> selling its 
bonds abo\e par*^ (b) Does the B Corporation lO'e b> selling its bonds 
below par? (c) How will each of the corporations determine the annual 
interest cost on the bonds’ 

2 Assume that the bonds m the pre\aous question were 10 >ear bonds 
and that the 6% bonds were sold at 110 and the 4% bonds at 90 Set up 
cash accounts showing all cash receued and disbursed in each case "What 
do these accounts show regarding the interest expense m each case’ 

3 The General Industnal Corporation borrows $10,000,000 bj issuing, 
at their face x*alue, bonds paj able in 20 j ears. It agrees with the pur 
chasers of the bonds (1) that it will establish a sinking fund for the retire- 
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ment of the bonds by setting aside $500,000 annually, and (2) that it 
will appropriate annually from profits an equal amount to establish a 
reserve for the bond sinking fund, (a) What will be the balances of the 
bond sinking fund and the reserve accounts at the end of 10 years? (b) 
How will they be reported on the balance sheet prepared at that time? 

(c) What entries will be necessaiy when the bonds ai'e paid? 

4. The trial balance of McConnell & Morris Inc. showed the following 
balances December 31, 1949: 7% Pi-eferred Stock, $100,000; Common 
Stock, $250,000; Earned Sm-plus Unappropriated, $100,000; Reserve for 
Bond Sinking Fund, $20,000; Treasury Stock Common, $50,000. Earnings 
for 1949 were $160,000. The Federal income tax rate was 25%. The 
board of directors added $10,000 to the sinking fund reserve and declared 
the follovnng dividends: (1) the prefeiTed dividend, (2) a common dividend 
of 10% payable in cash, and (3) a stock dividend of 50% on common stock 
outstanding. New stock was issued in pajnnent of the stock dhddend. 
Give joiu-nal entries to give effect to the preceding operations. 

5. Give joiu'nal entides for the follovnng: 

Mar. 1, 1949. Issued $500,000 of 10-year, 5% bonds, recehing $550,000 in 
cash. 

Mar. 1, 1950. Paid annual interest on the bonds. 

Mar. 1, 1950. Established a sinldng fund vdth a first payment of $50,000. 
!Mar. 1, 1950. Appropriated out of surplus an amount equal to 1 10 of the 
bond issue. 

6. Give the journal entides required by the following transactions of the 
Bell Corporation: 

(a) Subscriptions are received for 1,000 shares of no-par common stock 
at $15 a share. A 50% payment is received to apply on the subscrip- 
tions. 

(b) Subscriptions are received for 1,000 shares of 7% preferred stock 
(par $100) at $102 a share. 

(c) The balance of tlie payment is received from the common stock 
subscribers. 

(d) Payment in full is received for preferred stock subscriptions. 

(e) Twenty-year bonds haHng a face value of $200,000 and bearing 
interest at 5%, payable semiannually, are sold for $190,000. 

(f) One hundred shares of its own common stock were reacquired at $10 
a share. 

(g) The semiannual interest payment is made on bonds payable. 

(h) The credit balance of the profit and loss summary accoxmt is $40,000. 

(i) Annual dividends are declared by the board of directors on the pre- 
ferred stock. 

(j) A reserve for factory extension of $10,000 is created. 

(k) It is discovered that the ending merchandise inventory of the preced- 
ing year was overstated by $5,000. 
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7 Dudley and Douglas, Inc place pm ately with five insurance companies 
$30,000,000 of 3% 20->ear debenture notes, becoming due November 1, 
1969 A sinking fund ^ginning after 10 jears is scheduled to retire two 
thirds of this issue by matuntj Give journal entnes for (a) setting up 
the notes, (b) paying the annual interest, and (c) providing for the first 
payment to the bond sinking fund 

8 VESEY-HEAP, INC 

Balance Sheet 
December 31, 1949 


Current Assets $300 000 Miscellaneous Current Liab $109 000 

Fixed Assets 294 000 Income Tax Payable 16 000 

Organization Expense 6 000 Preferred Dividend Pa> No 6 3 000 

Common Dividend Paj No 12 4 000 

Bonds Payable (10 year, 5%) 100 000 

Premium on Bonds Pa> able 8 000 

6% Preferred Stock ($100 par) 100 000 

Common Stock ($100 par) 200 000 

Reserve for Bond Sinking Fund 20 000 

Earned Surplus Unappropnated 40 000 


600 000 


(a) How often are preferred dividends declared by Vese>*Heap Inc ’ 

(b) Giv e the journal cntrj to wnte o£f Organization Expense on December 
31 1949 

(c) Assuming the same dividend pajmcnt each time on common stock 
what was the annual rate’ 

(d) Give the entry including the date for the sale of the bonds 

(e) What IS the book value of the common stock’ 


PROBLEMS 

The following transactions were completed b> the Fletcher Corpora 
tion dunng the first two years of its operations, 1949 and 1950 

(a) Exchanged 1,000 shares of common stock, par $100 for machinerj, 
$100 000 

(b) Receiv ed $200,000 for 2 000 shares of 5% cumulative preferred stock 
(par value $100) 

(c) Net loss for the > ear, $10 000 (Debit Profit and Loss Summary and 
credit Cash ) 

(d) Closed Profit and Loss Summary to Earned Surplus Unappropriated 

(e) Sold $100,000 worth of 10 year, 3% bonds for $90 000 (January 2) 
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(f) Paid $75,000 for new machinery. 

(g) Paid annual interest on bonds. 

(h) ]\Iade a net operating profit of $104,000. (Debit Cash and credit 
Profit and Loss Summary.) Closed Bond Interest Expense to Profit 
and Loss Summary. 

. (i) Recorded pro\'ision for federal income tax of 40% of net profit. 
Closed Profit and Loss Summary to Earned Surplus Unappropriated. 

(j) Declared preferred dmdends No. 1 and No. 2 on the cumulative pre- 
ferred stock for tbe first two years’ dLddends unpaid. 

(k) Declared a 15% stock dmdend on common stock outstanding and 
issued the stock. 

(l) Appropriated a reserve for plant additions, $5,000. 

Insintciions: (1) Record the transactions directly in “T” accounts. The 
accounts required are: Cash; Machinery; Federal Income Tax Payable; 
Preferred Dividewd Payable No. 1; Preferred Dividend Payable No. 2; Bonds 
Payable; Discount on Bonds Payable; Preferred Stock; Common Stock; 
Reserve for Plant Additions; Earned Surplus Unappropriated; Profit and 
Loss Summ.ary; Bond Interest Expense. 

(2) Prepare a trial balance as of December 31, 1950, after the transactions 
of the two years have been recorded. 


2. The Dawson Corporation was organized on Jannaiy 2, 1950, witli 
authorization to issue 50,000 sliares of no-par common stock. During 
tlie first year the corporation completed the following ti'ansactions: 

Jan. 2. Sold 15,000 shares of common stock for cash at an average of $20 
a share. 

3. Received assets -valued at $100,000 for 4,000 shares of common 
stock (debit Other Assets). 

7. Paid organization expenses of $10,000. 

Feb. 10. Purchased assets for $80,000. (Debit Other Assets.) 

July 1. Issued $100,000 worth of 20-year bonds at 110; interest at 5%, 
payable semiaunualh'. 

Dec. 31. Paid semiannual interest on bonds issued. 

31. ilade a net operating profit for the year of $52,250 (debit Cash; 
credit Profit and Loss Summary). Closed Bond Interest Expense to 
Profit and Loss Summary. 

31. Provided for federal income tax at 40 %i of net profit. Closed 
Profit and Loss Summary to Earned Sturplus Unappropriated. 

81. Established a reserve for bond sinking fund in the amount of $2,500 
and made a deposit "with a trustee of an equal amount of cash. 

31. Wrote off organization expense of $2,000. 

Ivslntclmis: (1) Record tlie transactions directly in “T” accounts. The 
accounts required are: Cash; Bond Sinking Fund; Other Assets; Organiza- 
tion Expense: Federal Income Tax Payable; Bonds Payable; Premium on 
Bonds Paj-nble; Common Stock; Reserve for Bond Sinking Fund; Earned 
Surplus Unappropriated; Profit and Loss Summary; Bond Interest Expense. 

(2) Prepare a balance sheet as of December 31, 1950. 



448 


ACCOUNTING PRINCIPLES 


ICK.S4 


3 The following figures are taken from the general ledger of Catalina, 
Inc at the end of the fiscal j ear on December 31, 1950, after some of the 
adjustments have been posted 

Cash $45,000 Res for Bond Sinking Fund $ 8,000 


Merchandise In% entory 50,000 Res for Imentory Losses 6,000 

Machinery 40,000 Unappropriated Earned 

Res for Depr of Machinery 5 600 Surplus 27,600 

BondsPayable (10 jear3%) 20,000 Sales 200 000 

Discount on Bonds Pajable 1,650 Purchases 120,000 

Common Stock 30,000 Operating Expenses (control) 40,100 

Bond Interest Expense 450 


The following corrections and additional adjustments are indicated 
by an inspection of the accounting records and the supporting business 
papers of the corporation 
Errors and omissions 

(1) The resene for in\entory losses is to be increased by $1,500 

(2) The merchandise in\entory of January 1, 1950, was overstated by 

$ 2,000 

(3) The bonds pajable agreement requires an annual appropnation of 

$2 QOO to th« (nt bond atnVnng fund 

Data for adjusttny enlries 

(a) The merchandise inventory as of December 31, 1950, is $51,000 

(b) The yearly depreciation of machinery is 5% (debit Operating Ex- 
pense) 

(c) The bonds were sold five years ago at a discount of $3,000 The 
interest is payable semiannually on January 1 and July 1 (Debit 
Bond Interest Expense, credit Interest Payable and Discount on 
Bonds Payable ) 

InslrucUons (1) Prepare an eight-column nork sheet, beading the second 
5air of columns ' Corrections and Adjustments ” Show the pronsion for 
ederal income tax (40% of net profit) as a distribution of net profit as m the 
llustration on page 405 

(2) Prepare a profit and loss statement and a statement of earned surplus 
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Part 2 

Pai't 2 of Pi'actice Set No. 2 is a continuation of Pi'actice Set No. 2 
given afta* Chaptex 20. The same books of original entry and ledgers are 
to be \ised. You will not be required to record the sales on accoimt as 
tliey ai’e entered for you by an assistant booldceeper. 


Narrative of Transactions for August 

Angiisl 1. A. C. Adams and M. E. ParJcer incorporated their retail paint 
store under the name of Adams and Parker, Incorporated. The charter 
authorized the issuance of 3G0 shares of 69o preferred stock, par value ?100, 
and 500 shares of common stoclc, p.ar value $50. 

In payment for their interests in the partnersliip business, Adams received 
100 shares of preferred stock and 160 shares of common stock and Parker 
received 100 shares of preferred stock and 160 shares of common stock. The 
difference between the capital accounts and the par value of the stock issued 
wi\s taken care of by a payment from the cash of the business. 

Since the same books of account are to be maintained, the onlj* entries 
required are those to close the partners’ capital accounts, to record the 
issuing of stock, and to record the cash payments. 

You are not required to record in the stockholders ledger the stock issued, 
as the stoclv certificate book and the stockholders ledger are maintained by 
the secretary of the corporation. 

August 1. Sold 30 sliares of preferred stock at $110. Received cash and 
issued the stoclc. 

August 1. Sold 40 shares of common stock at par. Received cash and 
issued the stock. 

August 1. Purchased for $10,000 from the Peterson Realty Co. the land 
and the building in which the business is located. Issued a clieck for $5,000 
and a 6% mortgage for the balance. 

The amount of the mortgage is to be paid at the 
rate of $500 a year, and interest at 69c is to be paid 
semiannually at the end of June and of December. 

The value of the building is estimated at $6,000 and 
the value of the land is estimated at $4,000, (Record 
the transaction in the general journal: also enter the 
amount of cash in the voucher register and check 
register.) 

August 1. Sent a check to Barron Bros, in payment of Voucher No. S9S 
less discount. 
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Augusl 1 Paid Edward B Connell, a lawjer, $75 for examining the 
title to the land that has been purchased 

All expenditures incurred in connection with the 
purchase of a fixed asset mas he considered part of 
the cost of the asset The fee paid to the law> er should 
therefore be charged to the land account 
Aupusl I Took out a three-jear insurance pohcj on the buildmg Paid 
the premium for three >ears, $72 

S Recened from T W Burke a check for $90 11 to balance his 

account 

Aujk'I S Made the following purchase on account 
Burgess Paint Co, merchandise $852 25 In%oice dated August 1 
terms, 1 10, n 30 

3 Paid $3 9o from the pettj cash fund for refinishmg of a de«k. 
A«ffw'f S Sent checks to the following creditors 

Josims Painter Supplj Corporation, in pa>Tnent of Voucher No 399 
less discount 

Burgess Paint Co in pajment of Voucher No 402 less discount, 

AuffHsl 3 Prepared a \ oucher and issued a check for the pajToU for the 
neek. The foUowmg data are provided b> the paj-roU clerk and maj be used 
as a basis for the entnes 


Sales Salaries 

$33o 00 

Delner> Salaries 

65 00 

Office Salaries 

105 00 

Total of PajToll 

Deductions 

$505 00 

Employ ees share of federal old age benefit tax 

$ 5 05 

Employees income tax withheld 

20 10 

Total Deductions 

25 15 

Amount Paid 

$479 85 

August 3 Recorded the compan> a ljabiht> for 

Its share of the federal 

old age benefit tax and for its federal and state unemplo^Tnent taxes The 
data proxided by the pavToil clerk fo* this entr> are as follows 

Federal old age benefit tax 

$ 5 05 

State unemploj ment tax 

13 64 

Federal unemploj ment tax 

1 52 

Total social secuntj taxes 

$ 20 21 


Auffusl 3 Cash sales for August 1-3, $958 50 Sales tax collected $19 17 
Avsu*t S Recened from Robert J Kirk a check for $158 87 to balance 
his account 

August 5 Prepared a xoucher and issued a check to the Department of 
Taxation for sales taxes pas able for Jul> 

Aagust 6 Made the following purchase on account 
Eilerson Compani, merchandise, $329 40 Imoice dated August 5 
terms, 1 ;30 n /60 
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Arign^t 6. Paid $8.75 from the petty cash fund for twne to be used in 
wrapping merchandise sold. 

A^tgust 7. Received from C. "W. Harrison his 30-day, 6% note for $373.12 
to balance his account. This note was dated August 7 and is payable at the 
First National Bank. 

August 7. Received a check for $201 from L. E. Snider in payment of 
his note and interest due today. 

August S. Sent a check to Potter Paint & Paper Co. in payment of Voucher 
No. 8S7 less discount. 

August S. Received a check for $179.39 from H. V. Caldwell in payment 
of his note and interest due today. 

August 9. Received from Eilerson Company a credit memorandum for 
$73.20, merchandise returned on purchase of August 6. 

August 10. Sent a check to O’Keefe Supply Co. in payment of Voucher 
No.. 404 less discount. 

August 10. Paid salaries for the week and recorded tlie social security 
taxes. Salaries, deduction, and taxes were the same as on August 3. 

August 10. Cash s.ales for the week, $1,442.60. Sales tax collected, $2S.S5. 

Prove cash. The cash balance is $6,427.40. 

Post from the various journals to the customers’ accounts in the accounts 
receivable ledger. The complete sales journal for Axigust as prepared by 
your assistant is printed in your book of journals and registers. In eacli post- 
ing during the month, post only those items that would normally be recorded 
before the date of posting. 

August 12. Sent a check to Eilerson Company in payment of Voucher 
No. 395 less discount. 

August 12. Received from Henry B. Lange a check for $92. $2 to balance 
his account. 

August IS. Received from Roy D. Lucas a check for $75 to apply on his 
account. Received a memorandum from ilr. Adams directing that the 
remaining balance of $30 in the Roy D. Lucas account be vTitten off as a 
bad debt. 

August IS. Gave kir. Parker $2.75 from the petty cash fund to reimburse 
him for entertaining a customer at kmch. 

August IS. Received from H. V. Caldwell his 60-day, 69c note for $3SS.S2 
to balance his account. This note was dated August 13 and is payable at the 
Union National Bank. 

August 11,. :Made the follo-^ing purchases on account: 

Joslin’s Painter Supply Corporation, merchandise. $235.60. Invoice 
dated August IS; terms, 2 TO, n 30. 

O’Keefe Supply Company, merchandise, $217.60. Invoice dated August 
14; terms. 2 15, n 30. 

August 1^. Paid Morris Supply Company cash, $72.75. for store supplies. 

August 15. Gave a cash customer who returned merchandise $1.23 from 
the petty cash fund, $1.25 for merchandise returned and 3 cents sales tax. 

August 15. Paid the local school paper, Tower News, $15.50 for an ad. 

August 16. klade the following purcltases on account: 

Davison Hardware Company, merchandise, $45. Invoice dated August 
14; terms, n. 30. 

Hayden & Companj*, office supplies, $62.40. Invoice dated August 14; 
terms, n SO. 
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August 16 Paid $56 60 to the I Young Companj for making various 
repairs to the building 

Expenditures of this tjpe, which are incurred in 
maintaining a fLxed asset m good condition, are con- 
sidered as expenses of the period in which thej are 
incurred 

Avgust 17 Made the following payments from the pettj cash fund: 

For registr> of letters, 56 cents 
For delivenes, $2 15 

Avgust 17 Received from Kenned> Contracting Corporation a check 
for $139 68 to balance its account 

August 17 Paid salanes for the week and recorded the social secuntj 
taxes Salanes, deductions, and taxes were the same as on August 3 

August 17 Cash sales for the week, $1,597 73 Sales tax collected, $31 95 
AuffMsl 19 Made the following purchases on account 
Ramsej Wholesale House, merchandise, $281 60 In\oice dated August 
17, terms, 2 10, n 30 

Irwin L Sons, merchandise, $644 10 Inxoice dated August 17, terms, 
2 15, n 60 

Au5i/«1 19 Issued a credit memorandum to Meade Wall Paper A Paint 
Co for $47 74 merchandise returned, $46 80, sales tax, 94 cents 

Awjust 20 Paid C W Hauser $16 50 for repairs in store room (Charge 
Miscellaneous Selling Expense ) 

Au?u«l 21 Made the following purchases on account 
Carey Brushes Corporation, merchandise, $260 95 Inxoiee dated August 
19 terms 2 15, n 30 

Burgess Paint Company, merchandise, $855 25 Invoice dated August 19, 
terms, 1 10, n 30 

August 21 Issued a credit memorandum to Robert J Kirk for $46 41 
merchandise returned, $45 50, sales tax, 91 cents 

August 22 Sent Moms Supply Companj a check in payment of Voucher 
No 397 

August 22 Paid $2 25 from the pettj cash fund for extra help in wrapping 
merchandise sold (Charge Miscellaneous Selling Expense ) 

August 22 Paid C W Hauser $2$ 60 for minor repairs on the building 
August 23 Prepared a voucher and issued a check in pajment of our 
note No 15 due todaj 

.4 sj SJ Made the /iKrchases xw 

Eilerson Companj, merchandise, $710 Invoice dated August 21; terms, 
1/30, n 60 

Potter paint S, Paper Co , merchandise, $715 Invoice dated August 22, 
terms, 1/30, n/60 

August 23 Sent a check to Joshn’s Painter Supplj Corporation m paj • 
ment of Voucher No 422 less discount. 

August -4 Paid $1 50 from the petty cash fund for extra w ork done bj 
the janitor (Charge Miscellaneous General Expense ) 

August 24 Sent a check to Spangler Supplj House in paj ment of Voucher 
No 401 less discount 

August 2i Paid salaries for the week and recorded the social secuntj 
taxes Salanes, deductions, and taxes were the same as on August 3 
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August 2Jt. Cash sales for the week, $1,495.40. Sales tax collected, $29.91. 

Prove cash. The cash balance is $6,573.89. 

Post from the various journals to the customers’ accounts in the accounts 
receivable ledger. 

August 20. Received from J. R. Perris his SO-day, 6% note for $485.01 
to balance his account. This note was dated August 26 and is payable at the 
Liberty Bank and Trust Company. 

Aiigust 26. Made the following purchases on account: 

Spangler Supply House, merchandise, $466.80. Invoice dated August 24; 
terms, 1/30, n/60. 

Frazier & Gerard, merchandise, $644.50. Invoice dated August 26; 
terms, n/60. 

August 20. Made the following payments from the petty cash fund: 

Paint to be used on the store counters, $1.62. (Charge Miscellaneous 
Selling Expense.) 

Telegram charges, $1.30. 

August 27. Received checks from customers as follows: 

Nelson Homes Company, $99, to balance its account. 

Meade Wall Paper & Paint Co., $290.24, to balance its account. 

William W. Ragan, $266.07, to balance his account. 

August 27. Sent a check to Ramsey Wholesale House in payment of 
Voucher No. 430 less discount. 

August 28. Received a check for $252.50 from Carter Construction Co. 
in payment of its note and interest due today. 

August 28. Prepared a voucher and issued a check in payment of our note 
No. 13. 

August 28. Issued a credit memorandum to E. A. Tate for $10.20: mer- 
chandise returned, $10; sales tax, 20 cents. 

August 28. Made the following purchases bn account: 

Ramsey Wholesale House, merchandise, $759.60. Invoice dated August 
27; terms, 2/10, n/30. 

Barron Bros., merchandise, $427.50. Invoice dated August 27; terms, 
2/10, n/30. 

August 29. Sent checks to the follomng creditors: 

Burgess Paint Company, in payment of Voucher No. 434 less discount. 

O’Keefe Supply Company, in payment of Voucher No. 423 less discount. 

August 29. Received from Spangler Supply House a credit memorandum 
for $19.80, merchandise returned. 

August 29. Paid $1.50 from the petty cash fund for having the delivery 
truck washed. 

August 29. Paid the Daily Times $245 for advertising. 

August SO. Received checks from customers as follows: 

Masters Housing Corporation, $199.17, to balance its account. 

Haines Construction Co., $260.55, to balance its account. 

August SI. Gave Burgess Paint Co. our 60-day, 6% note for $852.25 in 
settlement of Voucher No. 417. This note was made payable at the City 
National Bank. 



CHAPTER XXV 


DEPARTMENTAL ACCOUNTING 

DEPARTMENTAL "WT-ieii a business sells several classes of com- 

INCOME modities or sa■^dces, the income from each 

class may be accounted for separately. It is then possible to know wliich 
classes are profitable and wliich classes are unprofitable. '\^fiien manage- 
ment is so informed, it can develop policies much more intelligently. 
Accounting that classifies income and expenses according to depart- 
ments is loiovm as deparhnenlal accounting. 

All the sales of a given enterprise may be classified accordmg to the 
tjTies of commodities or seridces sold. To determine the net profit for 
each sales classification, it is necessary to break dovm on the profit 
and loss statement each item that enters into net profit. The result 
is a depaidmentalization of business operations and the accounting for 
the business as if the business were a gi-oup of departments instead of 
a single miit. 

In a small business the owner is concerned pnmai-ily vfith the net 
profit obtained as a result of trading opei'ations in all classes of mer- 
chandise carried by the business. In a lai’ge business, however, it is 
often desirable to classify the commodities bought and sold into two or 
more groups and to determine the profit made from each gi’oup. To 
illustrate: If a business deals in both hardware and finnitm-e, it may 
be adrtsable to maintain accounts so tliat the profit made from each 
class of merchandise can be determined readily. The o^vner of the 
business can then judge the profitableness of the department handling 
eacli class of merchandise and can better plan for the futme. If eacli 
depai'tment has a separate managei', the efficiency of the manager can 
also be better judged from the profit made by Ms depai'tment. 


INCOME AND EXPENSES The organization of business entei'pnses into 
BY DEPARTMENTS depai'tiiients to facilitate operations is a 
common practice in modei-n business. The delegation of sales responsi- 
bility to department heads has inci'eased the effectiveness of tlie whole 
entei'prise. If income and expense accomits ai'e set up by depai-tments, 
the top management can leai'n how successful each department head 
has been. 

Tins increase in income and e.xpense accounts midtiplies the number 
of accoimts to be included in the ledger and the trisd balance. If there 
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are only two or three departments, the new accounts can be added in 
the general ledger. If there are many departments, it is advisable to 
make use of the controlling account device described in previous 
chapters. In this chapter the departmental income and e.vpense 
accounts will be included in the general ledger. 

DEPARTMENTAL The records of a departmentalized business 

AND BC?OKS ^ planned that they will supply 

ORIGINAL ENTRY all the information desired about each depart- 
ment. In a small business, such as a retail store in which the vnrious 
classes of merchandise are handled together and are sold by the same 
sales force, the departmental records for each department will show 
only the gross profit on sales. The expenses will not be divided accord- 
ing to departments but will be grouped together. 

If gross profit on sales is to be found by departments, the accounts 
should furnish information about the sales, the purchases, and the 
inventories of each department. If the amounts involved warrant it, 
an analysis of sales returns and allowances and of purchases returns 
and allowances should also be provided by departments. It is even 
advisable to distribute freight in departmentally. 

If the accounts are to show this depKirtmental analysis of trading 
operations, the books of original entry must be designed to provide 
the same analysis. This provision can best be made by the introduction 
of additional columns into the books of original entry. In order that 
the use of these special columns may be showm, the books of original 
entry for a business operating hardware and furniture departments 
will be illustrated. 

THE PURCHASES In the purchases journal shown on page 457, 

JOURNAL purchases of the firm of King and King 

have been recorded. The amount of each purchase has been entered 
first in the Accounts Payable Cr. column and then in the Hardware 
Purchases Dr. or the Furniture Purchases Dr. column according to 
whether the purchase was for the hardware department or the furniture 
department. Additional columns might also have been added for the 
recording of the purchase of items other than merchandise. If that had 
been done, the purchases journal of King and IGng might have been 
the same as the one illustrated on pag^ 122 and 123, except for the 
use of separate columns for Hardware Purchases Dr. and Furniture 
Purchases Dr. instead of one column for Purchases Dr. 

The credits to t) 2 e accounts of the vendors were posted cwrentiy. 
At the end of the month the three amount columns were totaled and 
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the joui’nal was ruled. The totals were posted to the accounts indicated 
in the columnar headings. If a bookkeeper using tliis type of purchases 
journal does not care to wiite the names of the accounts to which the 
totals are to be posted, he may indicate the posting by wi’iting directly 
below the total the number of the page in the ledger to which the 
posting has been made. This method is illustrated in the purchases 
retm’ns and allowances journal shown at the bottom of this page. 


PURCHASES JOURNAL 


DATE 

PUR. 

NO. 

ACCOUNT CREDITED 

ADDRESS 

DATE 

OF 

INV 

TERMS 

P.R. 

ACCTS, 

PAY. 

CR. 

HDWE 

PUR. 

DR 

FURN. 

PUR. 

DR 

1050 














Mm. 

1 

27 

Summons Ildwo. Co. 

St. Louis 

2/27 

2/10, n/30 

V 

303 

75 

3G3 

75 




0 

28 

Crowell Fiirn. Co. 

.8t. Paul 

3/1 

2/10, n/00 

V 

1,095 

50 



1,095 

50 


10 

29 

Boutcll Furn. Co. 

CliicaRO 

3/s 

2/10, n'/CO 

V 

710 

95 



710 

95 


00 

30 

W. D, Allon it Co. 

Cleveland 

3/' 8 

3/10, n/CO 

V 

593 

55 

593 

55 




31 


Aacounts Ptiyablo Cr. 




17 

2,7fi3 

75 






31 


Hardware Purchases Dr. 




2‘1 



957 

30 




31 


Furniture Purchases Dr, 




30 





1,800 

•15 


Purchases Journal Showing Departmental Analysis 


THE PURCHASES Piu'cliases retiu’ns and allowances require the 

A . same analysis as purchases if the retm’ns and 
ALLOWANCES JOURNAL ,, « i i . . .1 

allowances for each department are to be 

deducted from the purchases for that department. The pm’chases 
retm'ns and allowances journal of King and King is shown below. The 
amomit of each pm’chase retm'ii or allowance has been entered in two 
columns: the Accounts Payable Dr. column and the retm'ns and 
allowances column that corresponds to the department for which the 
return or the allowance was made. At the end of the month the amount 
columns were totaled and the journal was ruled. The accounts payable 
account was debited and the hardware pm’chases returns and allow- 
ances and the furniture pm’chases returns and allowances accomits 
were credited for the totals of the respective columns. 


PURCHASES RETURNS AND ALLOWANCES JOURNAL 


DATE 


CREDIT 

MEMO. 

NO. 

ACCOUNT OEDITED 

ADDRESS 

PUR. 

NO, 

P.R. 

ACCTS. 

PAY. 

DR 

HDWE. 

PUR. 

R a A. 
CR. 


1950 













Mar. 

10 

0 

Simmons Hdwo, Co. 

SL Louis 

27 

V 


.55 

129 

55 




20 

7 

Boutcll Furn. Co. 

Chicago 

29 

V 

217 

00 



217 

GO 








377 

15 

129 

55 

247 

00 





' 



(17) 


(25) 


(31) 



Purchases Returns and Allowances Journal ShoM’ing Departmental Analysis 
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THE SALES JOURNAL In a departmentalized wholesale buaness 
in whidi practically all sales are made on 
account, a sales journal similar to that of King and King (illustration 
below) may be used. The total of each sale made by King and King 
was recorded in the Accounts Receivable Dr. column, and the total 
of this column was posted at the end of the month to the debit of 
Accounts Recei^Tible. The hardware sales and the furniture sales were 
recorded in separate columns, and the totals of these columns were 
posted at the end of the month to the credit of the hardware sales and 
the furniture sales accounts. The debits to the customers’ accounts 
were posted currently. 


SALES JOURNAL 


Kite Fur-tir»Co 
Co 

r» J 1 Co 


“t ho'-tt 

IVl'o.t 
Kkara* C t> 
»a4 


n-«o 

£55 00 


JS > 6S : 


Sales Jouraal Showing Departmeotal Aoaijsis 


In a retail business there are many cash sales. 'These are usually 
recorded as dail.\ totals. If a departmental analysis of sal^ is made, 
separate columns for the cash sales of the various departments may 
be provided in the cash receipts record, and the total of each column 
may be posted at the end of the fiscal period to the credit of the depart- 
mental sales account If a business sells largely on account, however, 
and makes relatively few cash sales, it may not wish to have in its cash 
receipts record a separate column for the cash sales of each depart- 
ment In this case the need for these special columns in the cash 
receipts record may be avoided by providing one special column for 
cash sales in the sales journal. 

For example, the credit and cash sales of a wholesale firm dealing 
in hardware and furniture are recorded in a sales j'oumal having a 
special column entitled “Cash Dr.” The journal illustrated on the 
opposite page sho^^*s the sales that were made during .April by this 
firm. Each sale on account was recorded in the same manner as it was 
in the sales journal on this page. The ca.'sh sales were recorded as totals, 
however, in the Cash Dr. column and in the column corresponding to 
the department in which these sales were made. The totals of the cash 
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sales were also recorded in the cash receipts joui'nal in the manner 
shown in the second illustration on this page. 


SALES JOURNAL 




ACCOUNT DCDITFD 

ADDRESS 

TERMS 

r.R. 

ACCTS. 

REC. 

DR- 

CASH 
DR. i 

HOWE. 

1 SALES 
CR. 

FURN 

J SALES 
CR. 

inno 













' 

1 

April 


S3 

Aloyor Ildwc. Co. 

Cleveland 

2/10, n/30 


2f)0 

30 



2G0 

oO 


■ 


10 


Cash Sales 






OS 

05 



9S 

ion 


M 

02 

St. Paul Fiirn. Co, 

St- Paul 

2/10, n/30 


303 

10 






10 


10 


Cash Sales 



V 



no 

75 

no 

75 





103 

J. V. Alexander 

New York 

2/10, n/30 

V 

4 GO 

30 



205 

45 

261 

35 


00 

lOG 

James lldwe. Co. 

City 

2/10, n/30 

V 

3C1 

GO 



304 

GO 










F'lOS 

70 

215 

40 

950 

00 

GGS 

10 








(1) 


(V) 


(20) 


(20) 



Sales Journal with a Column for Cash Sales 


Since the entries for cash sales in the sales jom-nal were not to be 
posted to a separate accoimt, they were checked in the Posting Refer- 
ence column. The total of the Cash Dr. column was also checked in 
order to prevent double posting from the sales journal and the cash 
receipts joiu'nal. As a result the amounts of cash sales were posted 
from the sales joui'nal only as a part of the totals of the Hardwai-e 
Sales Cr. and the Furniture Sales Cr. colunms. 


CASH RECEIPTS JOURNAL 


DATE 

ACCOUNT CREOITEO 

EXPLANATION 

P R 

1 

: GENERAL 
CR 

ACCTS 

REC. 

CR 

SALES 

DISC 

DR. 

CASH 

DR 

19.30 













April 

1 

Notes Pccoi^’ablo 

Note No. 1 

3 

200 

00 





200 

00 


o 

Carl P. Win-^ton 

luv, 3/2S less di’^rount 

s' 



ICS 

50 

3 

37 

165 

13 


7 

Store Supplies 

Sold paper and tn me 

10 

5 

25 





5 

25 


U) 

Sales 

Cash sales 

V 

OS 

i>«) 





OS 

G5 


12 

St. Paul Fnrn. Co. 

luv. 3/1,3 

V 



300 

So 



300 

S3 


15 

Meyer lldwe. Co. 

luv. 4/5 le-^ discount 

V 



2G0 

50 

5 

30 

204 

11 


10 

Salo-s 

Cash sales 

x' 

no 

1 o 





IIG 

(O 


Cash Receipts Journal Showing Entries for Cash Sales That Were Also 
Recorded in the Sales Journal 


In the cash receipts journal a check mark was placed in the Posting 
Reference column, opposite each entry for cash sales, to indicate that 
the entry was not to be posted. As a result the amomits of cash sales 
were posted from tliis book only as a part of the total of the Net Cash 
Dr. column. The equality of the debits and the ci'edits Avas main- 
tained in posting the columnar totals from both books because the 
credits to the hardware sales and the furniture sales accoimts were 
equal to the debit to Accounts Recei^^ble, posted from the sales 
journal, and the amount of cash sales posted from the cash receipts 
journal as a part of the total of the Net Cash Dr. colimm. 









460 


ACCOUNTING PRINCIPLES 


lO. 25 


THE SALES RETURNS If sales returns and allowances are numerous 
are to be analj-^ed by departments, they 
may be recoiled in a columnar journal similar 
to that illustrated below. This journal is used by King and King and 
provides special columns for the analysis of the sales returns and 
allowances of the departments. 



Sales Returns and Allowances Journal Shoeing Departmental Analysis 

FREIGHT, EXPRESS, Freight, express, and drayage on incoming 
AND DRAYAGE shipments of merchandise represent a part 

of the cost of the merchandise sold and are therefore added to the cost 
price of the merchandise purchased. Freight, express, and drayage on 
outgoing shipments of merchandise represent the cost of delivering 
goods to customers and are usually treated as a selling expense. 

If a business is departmentalized, the freight and drayage in should 
be departmentalized in order to obtain accurately departmental cost 
of sales If this cost can be charged directly to the various depart- 
ments, more accurate figures result. If it is not possible to charge it 
directly, it should be assigned on some satisfactory basis. If commodi- 
ties in the several departments are of similar bulk, the cost of purchases 
would be acceptable for such assignment. If the bulk varies, then 
weight might be used. A discussion of what basis should be used to 
distribute various expense items, including freight, will be found in a 
following section 

Since freight and drajmge outward is usually classified as a selling 
expense, it will not be necessary to departmentalize it, unless net profit 
by departments is to be obtained. If so, the basis for charging it to the 
several departments may follow that used for charging freight in and 
drayage to departments. 

OPERATING EXPENSES A small departmentalized business may use 
DEPARTMENTALIZED departmental trading accounts that 

have been discussed in the preceding paragraphs. From these accounts 
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tlie gi'oss profit on the sales of each depai-tment can be determined. 
A Large business, however, wiU probably wish to have the expenses 
analj-zed according to depaitments so that tlie net profit for each 
department can be determined. 

ll^fiienevei' possible, the expenses of a depai-tment may be charged 
to the depai-tmental expense accoimts as the pajunents ai-e made. For 
example, if a business ha\ing two depaitments pa>-s salaiies each week, 
the salaiies may be cliarged to separate departmental accounts, such 
as Salaries of Sales Clei-ks. Depaitment A and Salaiies of Sales Clerks, 
Department B. 

hlany expenses can be dirided more conveniently at the end of tlie 
fiscal period than at the time they ai-e paid or recorded. For example, 
the management may decide that rent is to be disti-ibuted to the 
rarious depai-tments according to a fixed ratio. WTien the ratio is 
establislied, both the amomit and the desirability of the space used by 
eadi department ai-e taken into consideration. Space in a prominent 
position on the fiist floor may be considered as being worth more than 
space on upper floois or in less prominent positions on the same floor. 

If the rent is paid montlily, it may be disti-ibuted to the depai-tments 
at the time each pajanent is made and the departmental rent accounts 
may be charged directly. If the books are closed only once a quaiter or 
once a yeai-. howevei', it probably would be more convenient to chai-ge 
all rant pa^anents to a rent accoimt and then to disti'ibute the rent to 
the -various departments at the close of the fiscal period. 


APPORTIONMENT OF 
OPERATING EXPENSES 
TO DEPARTMENTS 


Departments naturally fall into two main 
dirisions: (1) those depai-tments that make 
sales or sell seiwices and (2) those depai-t- 


ments that assist or sei-ve the selling depai-tments. The departments 


in tlie second class ai-e called serrice departments. Their expenses 


should be charged against the selling depai-tments in accordance with 
the cost of the sei'rice randered these departments. For example, a 


depai-tmentalized retail store may maintain a centi-al office, with files, 
desks, and office employees. wMch sei-ves the I'anous selling depart- 
ments. If the serrice rendered by this central office is proportionate to 


sales made, then its costs should be apportioned among tlie several 


selling departments according to sales. Or. a parking lot for the con- 
venience of customei-s may be maintained at considerable cost. Cus- 
tomers make purchases in the vaitous depaitments of the store. The 
cost of the parldng lot should be apportioned to the various selling 
depaitments on some equitable basis. 
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If there are a number of selling departments and a number of 
service departments, a columnar distribution sheet provides an cflectu-e 
accounting de\nce for this apportionment Such an expense distnbu* 
tion sheet is shoum below 



This distribution sheet provides for the collection and the distnbu 
tion of the expenses of two service departments, (1) Purchasing and 
(2) General OfTicc, to three selling departments designated A, B, and C 
It also indicates m the second column the basis of distnbution or 
apportionment The Total column should agree wnth the sum of the 
selling department columns since all costs are eventuall> charged 
against one or another of the selling departments 

On the distnbution sheet, each operating expense is distnbuted 
first to all the departments on some equitable basis The operating 
expenses for the two service departments, Purchasing and General 
Office, are then totaled and in turn arc distnbuted to the selling depart* 
ments The operating expenses of the purchasing department are dis- 
tnbuted on the basis of volume of purchases by each of the selling 
departments For example, assume that the purchases of Departments 
A, B, and C were $14,000, $28,000, and $42,000 respoctivelj Of the 
total purchases, A would have B, and C, Yz These fractions 
are u^ in the distnbution of the total purchasing expenses, $&10, to 
the three selling departments In a similar manner the operating 
expenses of the general office department are distnbuted on the basis 
of departmental sales volume 
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THE WORK SHEET OF In prepruing a work slieet for a depart- 

ized^b'usiness^'^^' mentalized business at tlie close of the ac- 

coimting period, it is customary to set up, 
under the heading “Pi'ofit and Loss Statement,” a pair of colunms in 
wMch \nll be entered the income, the costs, and the expenses of each 
department. An additional pair of colunms is usually included for 
nondepartmental items. A business nith two departments might 
thei'efore need six colunms undei' “Pi'ofit and Loss Statement.” The, 
sales, piu'chases, inventories, expenses, and othei’ items would be 
segregated by departments in two paii-s of colunms, and all items not 
applicable to any department would be entered in the additional pair 
of columns. The work slieet for an entei-prise with tivo departments 
might have the folloving colunms: 


Xame or 
Acoov.st 

TkIAI. IX.M.VNCF.j 

i 

. 

Awr^TMnvrs 

1 pKorrr and Lo?s 5TATn\rr.>rr 

i * 

Balance Sheet 

1 DnrT. A i DrrT. B Kon-mtt. , 

Dr. 

Cr. I 

Dr. 

Cr. 

Dr. 

Cr. 

j Dr. 

Cr. 

Dr, 

Cr. i 

Dr. 

Cr. 




— 










The colunms luider the heading “Pi'ofit and Loss Statement” would 
prortde the data for the profit and loss statements of the business. 

If only gross profit is to be departmentalized, the tiial balance 
accoimts entering into tlie determination of gross profit would appear 
in the appropriate departmental cohmms. The operating expenses in 
tliis case would all appear in tlie last pair of profit and loss statement 
colunms, headed "Nondepartnient.” If, however, operating expenses 
are to be departmentalized and net profit for each depai-tment is to be 
foimd, the Nondepartment cohmms would be resei-ved for Other 
Income and Other Expense items, such as Interest Income and Sales 
Discomit. 

The distiibiition of operating expense items not set up in separate 
departmental accoimts in the ledger is illustrated below. The propei* 
poiiions belonging to eacli department are entered in tlie departmental 
cohmms on the work sheet. 


Name or 
Accottnt 

1 Tkt.vl B\uvNcr 

! 

1 ri ” 

1 1. pKorrr and Statilxsent j| 

‘.\OJCST\tK-\-X5 i' — 1 SlTERT 

! I'i Deft. .A j Dr.rr. B {' XoN-pnrr. i’ 

] Dr. 

Cr. 

j Dr, 

Cr. ',1 Dr. 

Cr. ; 

Dr. 

Cr. 

i Dr. 

Cr. Dr. \ Cr. 

Bent, 

Expirod 

121X1 


1”'" 

1 S5X1 

' ' il 

1 KVl 

I 

j 400 


SOO 

400 


1 

i 

1 

J 

i 

i 

1 
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The rent amount of §1,200 is distributed on the basis of area 
occupied, which for Department A is 1,800 square feet and for Depart- 
ment B is 600 square feet The expired insurance of $SO0 is distributed 
on the basis of insurance carried applicable to Departments A and B, 
which in tius example calls for an equal distribution. 


THE PROFIT AND LOSS If the departmental analj-sis is carried to the 
pl{QPi^ SHOWN BY Smss trading profit earned bj* the depart* 
• DEPARTMENTS ments, only the trading section of the profit 

and loss statement is affected. A separate report may be prepared to 
show the gross trading profit earned by each department, or a single 
statement may be presented in a comparative form. If the business 
has only two departments, the comparative form can be used to 
adrantage. The illustration below shows the trading section of such 
a statement for a business haring two departments. The remainder of 
this statement would be the same in form as that part of the statement 
for a nondepartmentalized business that shou's the determinatioa of 
the net profit 
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If the business has more than two or three departments, the use of 
additional columns at the right of the statement would make such a 
form awkward in appearance and use. In such cases it is advisable to 
prepare a separate trading report for each department. Each of these 
reports would show as a final item the gross profit on sales for one 
department. The illustration below shows such a report for one of the 
departments of the business operated by Harvey Dorn : 


HARVEY DORN 

Department A, Gross Profit on Sales 
For Year Ended December 31, 1960 


Income from Sales: 

'Sales $49,367.48 

Less Sales Returns and Allowances 140.75 

Net Sales $49,226.73 


Cost of Merchandise Sold: 

Merchandise Inventory, January 1, 1950 $ 4,968.00 

Purchases $37,406.40 

Add Freight In 645.00 

Delivered Cost of Purchases $38,051.40 

Less Purchases Returns & Allow 144.90 

Net Purchases 37,906.50 

Merchandise Available for Sale $42,874.50 

Less Merchandise Inventory, Dec. 31, 1950 5,345.15 


Cost of Merchandise Sold ’ 37,529.35 

Gross Profit on Sales $11,897.38 


Trading Report Showing the Gross Profit of a Department 


After the trading reports for the various departments have been 
completed, another report is prepared to show the net profit of the 
business as a whole. The various amounts of gross profit are added on 
this profit and loss statement to show the total gi’oss profit. The state- 
ment is then completed in the usual manner. The illustration on 
page 466 is the profit and loss statement of Harvey Dorn, with which 
the trading report in the illustration above correlates. 


THE PROFIT AND LOSS If the net profit for each department is deter- 
PROFrr^SHOWl^ bV mined separately, a separate profit and loss 
DEPARTMENTS statement showing net profit is made for each 

department. The departmental profit and loss statements are much 
the same in form as the statement of a nondepartmentalized business. 
Each statement closes with the net profit from the operations of a 
particular department. On a separate report the net profits from the 
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HARVEY DORN 
Profit asp Loss Statemevt 
For 'Vear Ended December 31, 1950 


Gross Profit lor Department A 

$11,697 3S 

Gross Profit for Department B 

4,183 68 

Gross Profit for Department C 

2,405 40 

Gross Profit for Department D 

3,in 15 

Total Gross Profit 

$21,397 61 

Operating Expenses 


Selling Expenses 


Salanes of Sales Clerks 

$6 264 20 

AdNcrtising 

1,810 00 

Depreciation of Store Fixtures 

132 85 

Store Supplies Used 

214 50 

Expired Insurance on Mdse 

22 50 

Expired Insurance on Store Fixtures 

10 00 

Miscellaneous Selling Expense 

28 60 

Total Selling Ejipensea 

$ 8 482 65 

Deli\ery Expenses 


Wages of Truck Dnver 

$1,615 00 

Depr of Delivery Equipment 

212 00 

Deiuery Supplies Used 

115 00 

Expired Insurance on Delivery Equip 

60 00 

Miscellaneous Delis ery Expense 

65 20 

Total Deli\er> Expenses 

2.067 20 

General Expenses 


Office Salanes 

$2,768 90 

Rent 

2.500 00 

Depr of Office Equipment 

43 00 

Office Supplies Used 

83 50 

Expired Insurance on Office Equip 

3 50 

Loss from Bad Debts 

215 OC 

Miscellaneous General Expense 

629 40 

Total General Expenses 

6 243 36 

Total Operating Expenses 

16,793 21 

Net Profit from Operations 

$ 4.604 40 

Other Income 


Purchases Discount 

$ 57010 

Interest Income 

34 40 

Total Other Income 

$ 604 50 

Other Expense 


Sales Discount 

$ 194 70 

Interest Expense 

93 65 

Total Other Expense 

288 35 

Net Addition 

31615 

Net Profit 

$ 4,920 sl 



Profit and Loss SlatemeDt of a Departmentalized Dusfoess 
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opei'ations of the various departments are added to show the total 
net profit for the period. To this amount the other income is added, 
and from the total the other expense is subtracted, in the same manner 
as these items are treated in the profit and loss statement of a nonde- 
partmentalized business. The following illustration is a statement 
shovdng the method of reporting the net profits earned various 
departments and of handling the other income and expense of the 
business. 

FREDERICK GALE 
Profit and Loss Statement 
For Year Ended December 31, 1950 


Net Profit from Operations, Department A. . . $9,590.50 

Net Profit from Operations, Department B 6,450.10 

Net Profit from Operations, Department C 7,112.60 

Total Net Profit from Operations $23,153.10 

Other Income; 

Purchases Discount $455.10 

Interest Income 26.30 

Total Other Income 481.40 


Other Expense: 

Sales Discount 191.90 

Interest Expense 90.15 

Total Other Expense 282.05 

Net Addition 

Net Profit 


199.35 


$23,352.45 


Profit and Loss Statement of a Departmentalized Business 


ADJUSTING AND The departmentalization of a business results 

oV^A ^p^^^WEN-^ ill BO essentially new problems in the adjust- 
TALIZED BUSINESS ing and closing of the ledger. For each depart- 
ment, separate inventory, sales, sales returns and allowances, pm'chases, 
freight in, and purchases returns and allowances accounts are required. 
If the reports show only the gross profit of each department, the trading 
accoimts for each department are closed into a trading summary 
account for that department. The balances of these departmental 
trading summary accounts are then closed into a profit and loss sum- 
mary accoimt for the enterprise as a whole. The expense accoimts are 
closed into the latter account just as thej'' are when a business is not 
departmentalized. The other income and the other expense accomits 
ai'e also closed in the usual manner. If the net profit or the net loss of 
each department is determined, departmental income summary ac- 
counts are used, and only the net profits or the net losses of the various 
departments are closed into a general profit and loss summary account. 
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QUESTIONS 

1 (a) a business is divided into fi%e departments and the gross 

profit la to be determined bj departments, what accounts must be deter 
mined bj departments and what accountsmustbedepartmentalized^ (b) 
In this case which item will be the most difficult to departmentalize’ 

2 Does the establishment of three departments result m three times as 
much posting from the purchases journal’ Explain 

3 WTicn sales are classified bj departaients how ma> cash sales be 
recorded m order to show departmentalization? 

4 Wilbur Binns operates a mercantile store in which three kinds of 
merchandise are sold He behe\es one kind is resulting m a loss WTiat 
accounts could be set up to help him determine whether he should continue 
to carry this particular kind of merchandise’ 

5 Albert Dickman owns and operates the Comer Drug Store He has 
installed a soda fountain and a lunch counter and wishes to be able to 
determine the profit of the soda fountain separatelj (a) ^ hat new ac- 
counts should he sot up’ (b) W hat changes will be made m his books of 
original ontrj’ 

6 Thomas Alartm a retail shoe dealer, maintains three departments, 
for ladies men s and children s shoos respccliv elj It is not practicable 
to separate the freight and drajage costs at the time pajTnents are made 
How would jou apportion the total freight and drajage costs to the 
three departments at the end of the jcar’ 

7 The Johnson Sennce Station prondcs \anous ser\nce3 for automobile 
dn\ers It is located in a high-class residential suburb of a largo atj on 
a mam traffic artery Itisownedbj Melnn Johnson, it rcgularlj cmploj'S 
SIX men besides the propnotor What departmentalization would jou 
adnse’ Name the departments m order, if there were to be three four, 
fi\ e or six departments W ould jou determine gross profit or net profit 
departmental!}’ 

8 In departmental accounting what basis of distnbution to departments 
should be used for the following expense items (a) freight in, (b) advertis- 
ing expense, (c) depreciation of fixed assets (d) general manager s salarj , 
(e) propert} taxes and (f) deliierj expenses’ 

9 The Hughes Department Store has fi\c departments. In the past, 
separate gross profit figures ha\e been obtained for each department 
The general manager decides that in the future he should kmow the net 
profit of each department instead of the gross profit WTiat changes in 
the accounting procedure will be necessarj’ 
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PROBLEMS 

1. The Northside Supei' Market, has four sales depai'tnients: (1) Grocei'y, 
(2) Bakery, (3) Meats, and (4) \^egetables; and three ser^^ce departments: 
(1) Purcliasing, (2) Advei'tising, and (3) Genei-al Office. The following 
pertinent information was taken from the books: 

Grocery Bakery jMeats Vegetables 

Sales for the Year 1950 500,000 100,000 200,000 200,000 

Purchases for the Year 1950 300,000 50,000 150,000 100,000 

Inventory, January 1, 1950 105,000 1,000 15,000 10,000 

Inventory, December 31, 1950. . 100,000 2,000 25,000 15,000 


Expenses for the yeai' 

iva'e: 

Advertising 

Salaries, Supplies, 
AND Insurance 

Purchases 



28.600 

Advertising 



24,200 

General Office 



78,500 

Grocery 


20,000 

30,400 

Bakery 

. . . • 

5,000 

15,300 

Meats 

. . . • 

10,000 

28,600 

Vegetables 

— 

15,000 

44,400 

• 


50,000 

250,000 

The annual depreciation cliarges wa'e $12,000. 
tiibuted as follows: 

They ai'e to be dii 

Purchasing 

, 10% 

Grocery. . . 

30% 

Advertising 

■ 5% 

Bakery . . . . 

10% 

General Office. . . 

. 10% 

Meats. . . . 
Vegetables , 

20% 

15% 


The annual lighting charges wei'e 553,000. These should be distiibuted 
according to the nunibei' of watts used. The numbei’ of watts used was: 


Purcliasing 

. . 200 

Grocery 

. . . 1,000 

Advertising 

. . 200 

Bakerv 

... 500 

General Office . . . 

.. 300 

hleats 

... 500 



Vegetables 

... 300 


The purcliasing expenses are to be distributed on the basis of net 
purchases; the advertising e.vpenses, on the basis of direct advertising 
cliarges; and the genei'al office expenses, on the basis of net sales. 

/nsfrncffons: (1) Prepare an expense distribution sheet. 

(2) Prepare one departmentalized profit and loss statement for all de- 
partments. 
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(OuSS 


2 The tnal balance of the Invm-E\ans Companj at the end of the 
fiscal jear on June 30, 19o0, is gi\en bclo%\ 


Irwin E\ans Company 
Triai. Bavance 
JUNC 30, 1950 


Cash 

Accounts Receuable 
Resen. e for Bad Debts 
Merchandise In\entor>, Dept A 
Merchandise In\entory, Dept B 
Store Equipment 

Reserie for Depr of Store Equipment 
Store Supplies 
Capital Stock 
Surplus 

Sales Department A 
Sales Department B 
Purchases Department A 
Purchases Department B 
SelUne Expense (control! 

General Expense (control) 

Interest Income 
Interest Eapcdso 


5 33 500 
100 400 

I 2,000 

50 000 
35 000 
75 000 

22 500 

22 000 

190 000 
61 436 
200 000 
100,000 

140,000 
65 000 
33 600 
20 436 

1,500 

2 500 


$577,436 $577,436 


The follomng adjustments are to be made on June SO 

Merchandise mtentory. Department A 
Merchandise in>cntor> Department B 
Store supplies in\cntory 
Depreciation of store equipment, 10% 

Reserve for bad defats an additional 1% of safes 
ProMsion for federal income tax, 21% 

All selling and general expenses are to be distnbutcd to the two 
departments, A and B, m proportion to their sales 

Instruclions (1) Prepare a twelve-column work sheet with columns 
similar to those in the illustration on page 4C3 of the textbook The work 
sheet 13 to show the net profit or loss earned by each department of the 
business and the net profit of the entire business 

(i) Prepare a profit and lo«s statement for each department 
(3) Prepare a profit and loss statement showing the net income of the 
business This statement should begm with the net profits or losses earned by 
the two departments. 


$40 000 
30 000 
9,100 
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BRANCH ACCOUNTING 

BRANCH OPERATIONS In the attempt to inci’ease volume of sales, 

many business concerns have established 

ACCOUNTING , ‘ rrvi ^ 

branches. Tm'ough operation at vanoiis 
points, the needs of consumers are more eft'ectivelj’- met and sales are 
built up. Wlienever sales occm’ at different locations, there is need for 
branch accounting for income and expense. 'V\dienever assets and 
liabilities are connected vdth branch operations, there is need for branch 
accounting for balance sheet items. Branch accoimting goes beyond 
depai'tmental accoimting in utilizing a complete set of accounts in a 
sepai’ate set of books. 

The development of branch actiidty by large business corporations 
has been one of the outstanding movements in modern business. The 
corporation that sells merchandise in a himdred or a thousand stores 
over a state or over the entire country is a well-lvnowm featiue of 
present-day merchandising. The chain store, operating imder a central 
management, but each store vdth a branch manager in charge locally, 
has become an accepted characteristic of the business of today. 

For efficient management, it is necessary to know the profitableness 
of each branch. The earning capacity of various locations imder the 
several managers is an important part of branch administration. If 
branch accoimting shows that a branch is shoving a loss or a less than 
average profit, that branch deserves the serious consideration of the 
central management. 

In tills chapter it vill be possible to deal only vith a centiul office 
and one or two branches. The fundamental considerations, however, 
are not materially clianged when thei'e are many branches. An mider- 
standing of the transactions of a home office and its branches should 
contribute to a better imderstanding of tills ciuTent economic phe- 
nomenon. 


METHODS OF BRANCH The folloviiig classification of branch ac- 
ACCOUNTING counting methods is not intended to be 

arbitraiy. In anj’’ specific business, modifications ivill be foimd. In 
many cases part of the accounting system will be centralized at the 
home office, and other parts vill be centralized at the brancli. Gener- 
ally, however, the methods of accounting for branches may be classified 
as follows: 
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First Method No accounting records except tho^ of a memo’^n 
dum nature are kept at the branch The books of onginal entrj and 
the ledger records of the branch transactions are maintained at the 
home office 'U’hile this method centralizes the bookkeeping at the 
home office it fails to proxade branch managers with current up-to- 
date information regarding their own actixaties Branch managers 
must rel} on such penodic reports as ma> be furnished bj the home 
office 

In nearlj all cases a branch is gixen a working fund which u 
sufficient to meet its needs for a hmited period of time The branch 
reports its disbursements to the home office when it needs additional 
funds and the home office sends it a check for the amount of the dia 
bursements The accounting for such a working fund is similar to that 
used for petty cash described m Chapter XV 

Second Method The branch makes entnes for all transactions that 
it performs and then it fonrards to the home office summanes of 
the^ entnes For example the branch records all sales made b> it 
and at the end of the month it sends to the home office a report showing 
the total to be debited to Accounts Receirable and credited to Sales. 
Similar reports are made for purchases cash receipts and cash db* 
bursements The general journal entnes for the month are reported 
indindualb The branch makes the penodic summanes on journal 
X ouchers The home office files the xouchers in looso-leaf binders and 
uses them as mediums of posting either to an individual ledger mam 
tamed for the branch or directly to the general ledger 

Third Method The branch maintains books of onginal entrj and 
also a ledger In short it has a complete accounting sj’stem In the 
ledger is a controlling account xvith the home office xxhich takes the 
place of the customar> propnetorship accounts In the ledger of the 
home office is a similar controlling account xxith the branch A penodic 
report usuall> prepared monthlj is made to the home office and from 
this report an entrj is made in the records of the home office to record 
the profit or the loss of the branch This method of branch accounting 
will be illustrated in the remaining pa^ of the chapter 


RECIPROCAL ACCOUNTS The home office controlling account for a 
ACCOUNTING branch is an asset account for it represents 

the oxxnership or mxestment in the branch 
This account is known as Branch Ledger and is debited for cash or 
other assets that the home office sentL to the branch- A^Tienexcr a 
profit IS reported bj the branch the home office records this m its books 
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by a debit to the branch ledger account and a credit to a suitable 
income account. Conversely, cash or other assets received from the 
branch or a loss reported by the branch are recorded as credits to 
Branch Ledger, for the reduction in the net assets of the branch repre- 
sents a decrease in the ownership interest in the branch. 

The branch keeps a corresponding account known as Home Office 
Ledger. This account represents the ownership interest of the home 
office in the branch. The receipt of cash or other assets from the home 
office is recorded as a credit to Home Office Ledger. When a profit is 
made by the branch. Home Office Ledger is credited, for a profit 
increases the ownership interest of the home office. Whenever the 
branch sends cash or other assets to the home office or incurs a loss. 
Home Office Ledger is debited, since the ownership interest of the 
home office in the branch is decreased. 

The two accounts Branch Ledger and Home Office Ledger are 
called reciprocal accounts. Wlien the branch ledger account is debited 
by the home office, the home office ledger account is credited by the 
branch office. When the branch ledger account is credited by the 
home office, the home office ledger account is debited by the branch 
office. The debit items in the branch ledger account correspond to the 
credit items in the home office ledger account; the credit items in the 
branch ledger account correspond to the debit items in its reciprocal 
account. The reciprocal natm-e of the two accounts is sho^vn in the 
following diagi’am: 

IN THE HOME OFFICE LEDGER IN THE BRANCH LEDGER 


Branch Ledger Home Office Ledger 


1 

Cash sent to 

Cash received 

Cash sent to 

Cash received 

branch. 

from branch. 

home office. 

from home 

Other assets sent 

Loss reported by Loss suffered by 

office. 

to branch. 

Profit reported by 
branch. 

branch. 

branch. 

Other assets re- 
ceived from 
home office. 

Profit earned by 
branch. 


Wien $500 cash is sent to the branch by the home office, the. entry 
on the home office boolcs in general jornmal form is: 

Branch Ledger 500 

Cash 500 

and the entry on the branch boolcs in general jornmal form is: 

Cash 500 

Home Office Ledger 500 
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In a similar manner, all transactions indicated on the two reciprocal 
accounts might be set up in journal form. 

'U'hen merchandise is sMpped from the home oflice to the branch, 
the home office debits Branch Ledger and credits Shipments to Branch, 
The branch debits Shipments from Home Office and credits Horn® 
Office Ledger. The two accounts Shipments to Branch and Shipments 
from Home Office are also reciprocal accounts. They differ from the 
first pair of redprocal accounts described above in that each account 
has entries on one side only. Shipments to Branch has credit entries 
only; Shipments from Home Office has debit entries onl}*. It is obrious 
that the debit total of the latter account must, of necessity, equal the 
credit total of the former. 

In the pre\ious discussion it was assumed that shipments to the 
branch were made at cost. If such shipments were made at selling 
price or at a price higher than cost, the charge to the branch would 
include an element of profit that will not be realized until the mer- 
chandise is sold by the branch- WTienever sTupments to the branch are 
made at pnces higher than cost, it is newissary to adjust all the redpro- 
cal accounts in order to know the true equity of the home office in th* 
branch and to know the true profit or loss of the branch- In this 
chapter all shipments will be at cost, thus making such adjustments 
unnecessar>’. 


ILLUSTRATION OF The accounting procedure of a home office 
a*'b^nch^° ® branch does not differ from the usual 

accounting procedure except for the intro- 
duction of the reaprocal accounts described above. The new branch 
ledger accounts. Home Office Ledger and Shipments from Home Office, 
and their redprocal accounts in the home office ledger. Branch Ledger 
and Shipments to Branch, constitute the chief distinguishing duu- 
acteristics of branch accounting. To iffusfratc branch accounting, th** 
following summar>* of the tnmsacUons performed by a branch is 


1. A hon'e office opened a branch and eent it ?5,000 jn cash and $15,000 
worth of merchandise, with which to start operaUo-is. 

2. The branch purchased lacrchaadise on account for $5,000 duraig the 
period. 


3. It sold $3,000 worth of merchandise for cash and $4,000 worth oa 
account. 


4. It paid operating espenses amounting to $2,500. 

5. It collected $3,000 on accounts receivable. 

6. It sent to the home office $10,000 in ca«h. 
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The branch recorded the transactions for the month in the manner 
illustrated by the following jom-nal entries; 

( 1 ) 

Casht 5,000 

Shipments from Home Office 15,000 

Home Office Ledger 20,000 

Received cash and merchandise from the home office 
with which to start operations. 

( 2 ) 

Purchases 5,000 

Accounts Payable ... 5,000 

Purchased merchandise on account. 

(3) 

Cash 8,000 

Accoimts Receivable 4,000 

Sales 12,000 

Sold merchandise for cash and on account. 

(4) 

Expenses 2,500 

Cash 2,500 

Paid operating expenses with cash. 

(5) 

Cash 3,000 

Accounts Receivable 3,000 

Made collections on credit sales. 

( 6 ) 

Home Office Ledger 10,000 

Cash 10,000 

Sent cash to the home office. 

Of the pre\ious six tinnsactions only the fii-st and the last involve 
tr-ansactions between tire home office and the branch. The other fom- 
transactions involve only the branch as one party and outside business 
units as the second pai'ties. 

The mei-cliandise inventory of tlie branch at the end of the month 
amounted to $12,000. The joinnal entiles required to adjust the in- 
ventory and to close the books of the branch are as follows: 
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(a) 

Merchandise In\entorj 12 000 

Profit and Loss Summar> 12.0CM) 

To record the ending merchandise m\entorj 

(b) 

Profit and Loss Summary 20,000 

Shipments from Home Office 15,000 

Purchaoea 5,000 

To close the accounts uith merchandise shipped 
from the general office and merchandise purchased 

(c) 

Sales 12 000 

Profit and Loss Summarj 12,000 

To close the sales account 

(d> 

Profit and Loss Summary 2,500 

Expenses 2,500 

To close the account ^Mth operaung expenses 

(e) 

Profit and Loss Summary 1,500 

Home Office Ledger 1,500 

To close the profit shou-n by the profit and loss 
8ummar> account into the home office ledger ac> 
count 


The profit and loss statement and the balance sheet that the branch 
prepared for the general ofRce were as follows 


Bra\cii Profit toss Stateliest 
For Month Endfd January 31, 1949 



Sales 

Cost of Goods Sold 

Purchases 

Shipments from Home Office 

6,000 

15,000^ 

1 12,000 ^ 

i 


Md«e Axailable for Sale during Month 

Less Mdse Inxentor>, Januar> 31, 1949 

20,000' 

12,000 



Cost of Goods Sold 


8.000 


Gross Profit from Sales 

Operating Expenses 

t 

4.000 

1 2.500^ 


Net Profit from Operations 


1 1.500 


Profit and Loss Statement of a Branch 
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Branch Balance Sheet 
January 31, 1949 


I Assets 

Liabilities and Proprietorship j 

nnsli 


Accounts Payable . . 
Home Office Ledger 

5,000 

11,500 

Accoimts Receivable 

Merchandise Inventory . . . 

Total Assets 

16,600 

Total Liab. and Prop 

16,500 


Balance Sheet of a Branch 


The general office made the followng entries in its books to record 
its transactions wth the branch: (These entries are designated by 
number or letter for comparison wth the corresponding entries made 
by the brancli.) 

( 1 ) 

Branch Ledger 20,000 

Cash 

Shipments to Branch 

Sent cash and merchandise to the branch witli 
which to start operations. 

( 6 ) 

Cash 10,000 

Branch Ledger 10,000 

Received cash from tlie branch. 


5,000 

15,000 


(e) 

Branch Ledger 1,600 

Profit of Brandi 1,500 

To record the profit reported by the branch. 

Transaction (e), showm both in the branch journal illustration and 
in the general office illustration, records the profit of the branch and 
the talcing up of the profit by the general office, ^^ffienever profits or 
losses are determined by malcing branch statements, it is necessary 
that the general office record the increase or decrease in branch invest- 
ment by a journal entry. 

The transactions illustrated on pages 475, 476, and 477 include two 
sets of reciprocal accoimts: (1) Home Office Ledger and Brandi Ledger 
and (2) Shipments from Home Office and Shipments to Branch. The 
first set ai-e balance sheet accounts; the second set are profit and loss 
statement accounts. There vill be as many gi'oups of these four ac- 
counts as there are branches. 
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CONSOLIDATED It is desirable to have consolidated state- 

STATEMENTS Hients shotting the combined results of the 

home ofTice and the branch activities for each period. A consolidated 
profit and loss statement is prepared by the use of a tt ork sheet. For 
example, the ttork sheet used by the home office mentioned in the 
preceding discussion is shown below: 


HOME OFFICE AND BRANCH 
Work Sheet for Consolidated Profit and Loss Statement 
January 31. 1949 


1 

1 Home 

1 Office 
Ledger 

Branch 

Ledger 

:\ Eliminations 

Cons 
Profit 1 
AND Loss' 


j Dr 

Cb. 

MFNT I 

Sales 

i 35,000 

1 12,000 



; 47,000 

Cost of Goods Sold 

Mdse In\ , Januarj 1 
Purchases 

Shipments from Home | 
Office I 

1 

30.000 

40.000 

1 

l' 

5.000 

1 15,000 


1 

^ 16,000 

30.000 , 

45.000 

1 

Less Shipments to 

Branch 

70.000 

15.000 

\ 

1 

1 15,000 



Mdse Available for Sale i 
Ia!S 3 Mdse ln\ , Jan 31 ) 

1 55,000 j 
1 35,000 ' 

20,000 

1 12,000 1 

1 


75,000 
] 47,000 

Cost of Goods Sold 

20,000 

’ 8,000 1 

1 


[ 28,000 

Gro«s Profit on Sales 
Operating Expenses 

15,000 

6,000 

1 4.000 * 

2.500 ' 



! 19,000 
8,500 

Net Profit 1 

9,000 

1 1,500 1 

15,000 

1 15.000 1 

10,500 1 


Work Stic«( for a Consolidated Prolit and Loss Statement 


On the ttork sheet the accounts Shipments to Branch and Ship- 
ments from Home Office were eliminated since they did not represent 
tran-sactions ttith outsiders. The elimination of these items made 
possible the preparation of a consolidated statement that shotted the 
results of the operations of the home office and the branch as one 
organization. The consolidated report that tt'as prepared from the 
Consolidated Profit and Loss Statement column of the tt'orfc sheet vrzt 
as follows: 
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HOME OFFICE AND BRANCH 
Consolidated Profit and Loss Statement 
For Month Ended January 31, 1949 


Sales 


47,000 

Cost of Goods Sold: 

Merchandise Inventory, January 1, 1949 

30.000 

45.000 

Purchases 




Merchandise Available for Sale 

Less Mdse. Inventory, January 31, 1949 .... . 

75.000 

47.000 


Cost of Goods Sold 


28,000 

Gross Profit on Sales 

Operating Expenses 


19,000 

8,500 

Net Profit from Operations 


10,500 


Consolidated Profit and Loss Statement 


In a siniilai' manner a consolidated balance sheet maj^ be prepared 
at the end of the period from a work sheet. For instance, the home 
office mentioned in the preceding discussion used the following work 
sheet in the preparation of its consolidated balance sheet. 


HOME OFFICE AND BRANCH 
Work Sheet for Consolidated Balance Sheet 
January 31, 1949 



Home 

Office 

Ledger 

Branch 

Ledger 

Eliminations 

Consoli- 

dated 

BALuVNCE 

Sheet 

Dr. 

Cr. 

Assets: 






Cash 

26,000 

3,500 



29,500 

Accounts Receivable . . . 

23,000 

1.000 



24,000 

ilerchandise Inventorv , 

35,000 

12,000 



47,000 

Branch Ledger 

11,500 



11,500 


Total Assets 

95,500 

16,500 



100,500 

Lias. & Proprietorship: 






Accounts Pavable 

20,000 

5,000 



25,000 

Home Office Ledger 


11,500 

11,500 



Capital Stock 

50.000 




50,000 

Surplus 

25,500 




25,500 

Total Liab. and Prop 

95,500 

16,500 

11,500 

11,500 

100,500 


Work Sheet for a Consolidated Balance Sheet 
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On the work sheet the accounts Branch Lodger and Home Office 
Ledger were eliminated so that a consolidated report showing the 
assets, the liabilities, and the proprietorship of the home office and the 
branch as one organization could be prepared- The consolidated report 
that was prepared from the Consolidated Balance Sheet column of the 
work sheet is illustrated below : 


HOME OFFICE AND BRANCH 
CONSOLIDATED BALANCE SHEET 
January 31. 1949 


' Assets 


Liadilities and PROPRirroRsinp 

Cash 

29.500* 

Accounts Pajable 

25,000' 

Accounts Recenable 

24.000 1 

Capital Stock 

60.000 

Merchandise In\entorj 

47.000 

Surplus 

25,500 j 

Total Assets 

loo.soo'i 

Total Liab and Prop 

J 100,500 1 


Consolidated Balance Shed 


The consolidation of the statements of several branches with that 
of the home office w ould be accomplished m a manner similar to that 
illustrated above w ith a single branch The only difference w ould be a 
lateral expansion of the work sheet Instead of one column for Branch 
Ledger, there would be as many columns as there were branches. 


VALUATION OF The merchandise inventory reported on the 

^^VENTO^^OF**^ balance sheet of the branch is usually \alued 
A BRANCH at the same prices at which goods are billed 

by the home office to the branch These pnees are frequently higher 
than cost because the consigned merchandise is ralued at selling prices 
In all cases in which this inventory' \'aIuation is not on the basis of cost 
or market ralue, whiche\er is the lower, a resen'C sufficient to reduce 
the inventoiy* to its proper Anluation is set up on the books of the home 
office. Upon the consolidation of the balance sheet of the branch with 
that of the home office, this reserve is treated as a deduction from thf* 
branch inventory’, and the branch inventoo* is reported at its net \iilue 
in the consolidated balance sheet 

When shipments to branches are billed at prices higher than cost, 
adjustments of the branch income statement figures must be mad'' if 
the true branch profit is to be known. It is simpler to follow' the 
practice illustrated in this chapter and price shipments at cost, thus 
avoiding price adjustments in inventories and shipments accounts. 
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ANALYSES OF With the ever-increasing size of business units, 

INTERNAL OPERATIONS internal accounting is likewise 

growing. It is necessary to account separately for the various parts 
of which these large units are made up. This accomiting involves first 
a breakdo^vn of the accounts, departmentally or by branches, followed 
by a consolidation to show the unit as a whole. 

In the large five-and-ten-cent store chains, for example, there is 
first a breakdovm by commodities sold and second a breakdown by 
branches selling these commodities. For efficient administration of 
these large mercantile establishments, it is necessary to have the 
departmental analj^sis and the branch analysis. More and more 
attention vill be directed in the futiu'e to accounting for small units 
under a central administration. 


QUESTIONS 

1. Distinguish between controlling accounts and reciprocal accounts. 
Give an illustration of reciprocal accounts. Give four illustrations of 
controlling accounts. 

2. What amount on the branch balance sheet appears also on the home 
office balance sheet? 

3. What two items on the balance sheet of the home oflice appeal' as a 
single item on the balance sheet of the branch? 

4. How does closing the accounts of a branch differ from closing the 
accounts of the home office? 

5. The ledger of a branch office may contain two accounts with incoming 
merchandise, (a) What ai'e these accounts called? (b) Wiy ai'e both kept? 

6. Why are the accounts Shipments to Branch and Shipments from 
Home Office needed in addition to Sales and Purchases in preparing the 
profit and loss statements for the branch and the home office? 

7. The following branch Icdgei’ account was taken from the ledger kept 
in the home office of B. K. Abbott Company. Give the corresponding 

' enti'ies that were made in the records of the Lakeside Branch. 


Lakeside Branch -Ledger 






1 1 

msm 





Jan. 

3 

Cash 


ES! ' SI 

Feb. 

2S 

Loss 


800 


31 

Profit 


He S i| 

Mar. 

15 

Cash 


1.200 

Feb. 

13 

Purn. and Fix. 


gn S a 






Mar. 

31 

Profit 
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(3) Close the branch office income and expense accounts to Profit and 
Loss Summary and the balance of Profit and Loss Summary to Home Office 
Ledger. Record the branch profit in the home office “T” accounts. 

(4) Prepare a profit and loss statement and a balance sheet for the branch. 

2. The trial balance of the home office and that of the branch of tlie 
Rogei's Corporation on June 30, 1950, the close of a monthly fiscal period, 
are given below: 



Home Office 

Branch 


Dr. 

Cr. 

Dr. 

Cr. 

Cash 

100,000 


20,000 


Merchandise Inventory 

. 150,000 


75,000 


Branch Ledger . 

Accounts Payable .... 

80,000 

40J)00 

10,000 


Home Office Ledger 



80,000 

Capital Stock . 


200,000 



Surplus . . 


50,000 



Sales. . . ... 


175,000 


100,000 

SMpments to Branch 
Purchases. . . 

140,000 

60,000 

15,000 


Shipments from Home Office 



60,000 


Operating Expenses Control 

56,000 


20,000 



525,000 

525,000 

190,000 

190,000 


Mei’chandise Inventory, June 30: home office, $130,000: branch, 
$80,000. 

Ju^tnictious: (1) Prepare work sheets for a consolidated profit and loss 
statement and a consolidated balance sheet. Adjust the home office ledger 
account of the branch for the branch profit, and the branch ledger and surplus 
accounts of the home office for the branch profit. Also adjust surplus for 
the home office profit. 

(2) Prepare a consolidated profit and loss statement and a consolidated 
balance sheet. 

3. Snyder, Inc., of New York, opei’ates a brancli in Cliicago. On April 
30, 1950, the post^closing trial balance of the home office and that of the 
branch were as follo\TO: 



Home 

Office 

Branch 


Dr. 

Cr. 

Dr. Cr. 

Cash 

. 30,000 


2,000 

]\Ierchandise Inventory. . . . 

. 24,000 


10,000 

Branch Ledger 

Home Office Ledger 

12,000 


12.000 

Capit.nl Stock 


50,000 


Surplus 


16,000 



66,000 

66,000 

12.000 12,000 
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The transactions and adjustments for Maj uere as follows: 

(a) Merchandise shipped from the home ofllee to the branch, $20,000 

(b) >11 sales were for cash home ofTice, $40,000, branch ofTice, $20,000 

(c) The following cash expenditures were made 



Home OrricE 

Branch 

Merchandise purchases 

$46 800 


Operating expenses 

4.000 

$2,200 


$50 800 

$2,200 

(d) Inxentones 

Home Office 

Branch 

Merchandise 

$20,000 

$12,000 


Inofructions (I) Open T’ accounts as follows for the home odiec 
Cash, Merchandise In\eniorj Branch Ledger, Capital Stock, Surplus 
Profit and Loss Summarj , Sales Shipments to Branch, Purchases, Operat 
mg Expenses Control, and Profit or Loss of Branch Open the following ' T ’ 
accounts for the branch Cash Merchandise Imentor> , Home OfTicc Ledger. 
Profit and Loss Summarj . Sales, Shipments from Home Office, and Operat 
Expenses CowMel 

(2) Record the beginning balances and the transactions and adjustments 
for Maj directly in the “T" accounts (no journal entries required) 

3) Close the income and expense accounts of the branch ledger to the 
profit and loss summarj account Close the balance of Profit and Loss Sum 
marj to Home Office Ledger 

(4) Record branch profit or loss in the home office books Close the home 
office income and expense accounts to the profit and loss summarj account 
and close the balance of Profit and Loss Summarj to Surplus 

fS) Prepare work sheets for the consolidated profit and loss statement 
and the consolidated balance sheet 



CHAPTER XXVII 

ACCOUNTING FOR MANUFACTURING 


Thus far, consideration has been ^ven to 
OPERATIONS accounting procedures used by service 

and mercantile enterprises. Mercantile enter- 
prises obtain from manufacturing concerns the merchandise that they 
sell. Manufacturers employ labor and use machinery in converting 
raw materials into finished goods. In thus changing the form of the 
commodities, their activities differ from those of merchandisers. 

The commodities purchased by a manufacturer are his raw ma- 
terials, but they were finished goods to the manufactm’er from whom 
he bought them. Flour is raw materiai to the baker but finished goods 
to the miller. Steel plate is raw material to the automobile manu- 
facturer but finished goods to the steel producer. The designation 
rmo materials or finished goods has significance only in connection with 
a specific manufacturer and his relation to the commodity. 

The extent of business activity in manufacturing is apparent to 
anyone who contemplates the vast variety of changes in form that 
take place in producing the commodities and the services used by 
society. Manufacturing pro\ddes work for a lai’ge percentage of the 
employed, uses a large share of the capital equipment of the countiy, 
and makes possible a substantial portion of the profit shown on profit 
and loss statements. 


Manufacturing activities require separate treatment in the ac- 
counts. Statements shomng manufacturing operations ai’e needed by 
business management. On manufactuiing statements, payrolls for 
factory labor and expenses incident to the use of machinery are im- 
portant items. Other expenses found in manufacturing include power 
to run the machinery, maintenance to keep it in condition, and super- 
rision to plan and direct production. 

Manufacturing adds manj’’ new items to the balance sheet and the 
profit and loss statement. New assets and liabilities ai’e valued in 
new balance sheet accounts, and new operating activities are measm’ed 
in new expense accounts. The general ledger is expanded to take care 
of the additional accounts, and new subsidiary ledgers account for 
much of the manufactm-ing detail. The ti-eatment of these accounts, 
together \rith the recording and the summarizing of transactions 
affecting the accounts, constitutes the subject matter of this chapter 
and the two follovdng cliapters. 
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BALANCE SHEET E^ch of theassctclissifications On the balance 

ACCOUNTS sheet contains additional accounts as a nsult 

of the manufactunng function Under Current Assets in\ento-> 
accounts are added, under ‘Fixed Assets new accounts for ranous 
kinds of machmerv and equipment are shown, under ‘ Intangible 
Assets accounts with such assets as patents and copi-Tights ma> be 
reported, and under Deferred Charges accounts wath supplies and 
prepaid expenses that are characteristic of the factor> are shown 
The Iiabilitj accounts of a manufacturing enterprise are less different 
from those of other businesses but o\en in this classification there is 
greater likelihood of bonds pa\able secured b> mortgages on the manu 
factunng plant 

Current Assets The single m\entor> of merchandise found on the 
balance sheet of a merchandising business is displaced bj throe in\en 
tones representing (1) goods in the state in which the> were acquired 
(2) goods in the process of manufacture and (3) goods m the state in 
which thej arc to be sold These mcentones arc called respectiveh 
rair materials goods in process and finished goods The costs of oper 
ating the factory including labor and the c'anous manufactunng 
expenses arc added to the co»t of the raw materials m determining 
the cost of goods in process and finished goods These inventonoa arc 
illustrated below 

Mfrchasdising Masuiactcriso 

Merchandise Inventory 515 000 ln\cnlones 

Finished Goods $20 000 
Goods in Process lo 000 
Raw Materials 30 000 $C5 000 


Fired Assets Because of the extensile use of machinerj m manu 
factunng the percentage of capital micstcd in fixed assets tends to 
bo larger than that of the trading concern The building or buildings 
housing this machinerj must be adapted to tliat purpose and are 
therefore usuallj owmedbj the manufacturer The number of accounts 
with machinerj and equipment is sufficient to warrant the use of a 
machinerj and equipment subsidiary ledger 

The subsidiary ledger carrying an account with each indindual 
piece of machinery is called the plant ledger In connection with th^ 
heading of each account space is provided for recording useful info’’ 
mation regarding the particular machine In this space are commonly 
indicated the technical title and dcscnption of the machine th^ sac 
and weight, the name of the lendo’* from whom the machine 
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purchased, the rated output, and other useful information. Beneath 
the heading the items that made up the total cost of the machine, 
such as the price paid the vendor, the transportation cost, and the 
installation cost, are listed. Space is also pro^nded for accumulating 
the periodic increase in the reserve for depreciation applicable to the 
machine and for recording the ever-diminishing book Tmlue of the 
maclune. Sucli a record of eacli machine is thought to give better 
control over the machinery used and to proTude a more acciu'ate 
determination of the periodic depreciation charges. Fixed asset ledger 
accounts have been illustrated in Chapter XIV, page 240. 

IiiiangibJe Assds. The manufacturer may have exclusive rights 
known as patents, which possess value during their life. Patents are 
granted by the federal government in order to encourage the inven- 
tion of meclianical deTnces. On the balance sheet patents are reported 
at cost less amortization. The life of a patent is seventeen years. 
The useful life of the patent may often be less because of the subsequent 
invention of new and improved de\nces. The estimated annual deci’ease 
in the value of the patent becomes a yearly manufacturing expense. 
Thus a patent acquired at a cost of $50,000 and ha^^ng an estimated 
useful life of ten years would be annually reduced in value $5,000. 
The amount of this reduction would be charged to the manufacturing 
cost of each year. 

Exclusive rights, known as copyrights, to publish VTitten material 
are granted for a period of twenty-eight years; but they often have a 
useful life of a much shorter period. Because of the uncertainty regurd- 
ing their useful life, these intangible assets are often vvitten off the 
books ovei- a short period of time by charges to operations. 

Deferred Charges, h'lanufacturing actiTnties add a number of new 
items to the deferred charges. Factory supplies on hand that were 
purcliased to maintain and serrice macliinery, unexpired insurance 
of various lands, largely due to the use of machineiy, and imused 
serrices that assist in manufacturing represent assets commonly found 
on the balance sheets of manufacturing enterprises. They also entail 
additional adjusting entries to be made at the end of eacli accounting 
period. 


CAPITAL CHARGES Quite often, especially in accounting for 
O^ARG^^^^^ manufactiu'ing enterprises, it becomes diffi- 

cult to distinguish between expenditures that 
add to the \ralue of fixed assets and those that are chargeable as cm- 
rent expenses. All expenditures incm-red up to the time at which a 
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fixed asset is read}* for use may be considered a part of the cost of the 
asset ; they may therefore be debited to the asset account. For example, 
the following items may be considered as the original cost of a machine 
purchased for use in a factor}*: (1) the purchase price as indicated bv 
the purchase invoice, (2) the freight and dra}’age paid for the trans- 
portation of the machine from the place of business of the seller to the 
factory of the purchaser, (3) the cost of unpacking and setting up the 
machine, (4) the cost of installation (including the cost of constructing 
a metal or a concrete base), (5) the cost of testing to determine the 
usefulntes of the machine, and (C) the cost of any changes or alterations 
necessarj' before the machine is in proper condition for operation. 

After the fixed asset is put into serxice, only those expenditures 
that increase its life or efficiency may be added to its x*alue. A machine 
with an estimated life of four years may be overhauled, or worn parts 
may be replaced, with the result that the life of the machine may be 
increased to five years. The cost of the overhauling or the replacement, 
to the extent of the x-alue added through the increased life of the ma- 
chine, may be added to the original cost by charging the asset account 
Such expenditures are said to be charges to capital. For example, 
assume that the replacement of certain moving parts, at a cost of 
$400, increases the output of a certain machine from 200 to 300 units 
per day The entrx* for such an expenditure is shown below: 

ISIachincr} and Equipment . 400 

Cash 400 

As an asset continues in use, some exT^enditures are nccessar}* to 
maintain it in an efficient operating condition. A building requires 
repairs and paint, and taxes and insurance premiums must be paid. 
Machineiy requires repairs from time to time, as well as supplies 
necessao’ for its operation, such as oil; taxes and insurance premiums 
must also be paid. Expenditures of this representing a part of 
the necessaiy* cost of uang the asset during the current period, should 
bo charged as part of the current operating expenses of the basinet. 
These expenditures are said to be charges to rerenue since they are 
deductible from the revenue of the period. 

Unle^ care is used, capital expenditures and revenue expenditures 
may be confused. For example, an expenditure which, if its effects 
were carefully anal}*zod, would bo found to be neccssarj* in the main- 
tenance of a particular asset may be considered an addition to the 
x*alue of the asset. On the other hand, a real addition to capital may 
be mistaken for an operating expense. The distinction betw ecn capital 
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expenditures and revenue expenditures is an important one, since the 
reporting of manufacturing costs, the determination of the profit for 
eacli period, and the presentation of the proprietorship from time to 
time depend on the accuracy vith which this distinction is made. 

PROFIT AND LOSS The profit and loss statement of a manu- 
STATEMENT ACCOUNTS fj^^turing enterprise contains groups of items 
representing selling expenses and general and adnnnistrative expenses 
similar to those of a trading enterprise. In addition, it contains an 
entirely new group of items representing purely manufacturing actiw- 
ties. This group includes the cost of raw materials put into produc- 
tion; the cost of labor used directly in converting the raw materials 
into finished goods; and the e.xpenses that aiise from labor not used 
directly and from all the facilities emploj'ed in the process. For 
convenience in analysis, these threefold gi'oups are knovm as materials, 
direct labor, and overhead. Materials represent the delivered cost of 
raw materials that are used in producing the finished article. Direct 
labor represents the wages of the workmen who devote their time to 
convei'ting the raw materials into goods in process and finished goods. 
Overhead represents all the other expenses of operating the factory 
that ai’e not included in the first two items. 

The overhead items represent perhaps the most important gi-oup 
in present-day manufacturing. With increasing use of machinery, 
much of the factory pajToll is related to the care and upkeep of the 
machinery rather than being applied directly to raw materials. Over- 
head includes not only taxes, insurance, depreciation, and maintenance 
incident to the use of macliinery but also all e.xpenses of hoirsing the 
machineiy and furnishing satisfactory worldng conditions for em- 
ployees. Whatever e.xpenses other than direct matei'ials and labor ai'e 
involved in the manufacturing process are included in the overhead 
group. 


THE COST OF GOODS Since manufacturing fimctions differ from 
^HEDU^E rtading fimctions, it is customai'y to separate 

the profit and loss statement accounts hartng 
to do vith manufacturing from those hartng to do with rtading. The 
manufacturing group is frequently placed in a separate schedule to 
avoid the presentation of an extended profit and loss statement. This 
scliedule gives the cost of the goods manufactured during the latest 
period. It is therefore comparable to that section of the profit and 
loss -statement of a mercliandising enterprise that shows the cost of 
the goods piu'cliased. When the scliedule is used, the profit and loss 
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statement of the manufacturing concern is similar to that of a trading 
company except for a reference to the supporting schedule showing 
the cost of the goods manufactured. 

Other schedules may be used to simplify the principal accounting 
statements by removing detail from them. In large enterprises haring 
many accounts, it is customarj* to have a number of schedules sup- 
porting items on the balance sheet and the profit and loss statement. 
For example, the cash balance may be supported by a schedule giring 
the balances on deposit in several banks; the accounts receivable, 
by a schedule showing the names of the customers and the balances 
owed; the sales, by a schedule showing sales by territories or by com- 
modities; and the selling expenses and general e.xponses, by schedules 
showing the indiridual items. 

The schedule showing the cost of goods manufactured prorides 
all of the information incident to the manufacturing actirities of the 
period. In addition to beginning and ending inventories of raw ma- 
terials and goods in process, it contains purchases of new materiaU, 
labor items, and all manufacturing expenses. 

THE PERIOD COVERED Manufacturing operations frequently make 
LOSs”s\atement”° adrisable the choice of a fiscal year that 
differs from the calendar year. It is not 
uncommon for manufacturing concerns to choose a.s their fiscal year 
any period of twelve months that best fits in with the recurring cj’cle 
of their manufacturing actirities. An attempt is usually made to make 
the clo«e of the fiscal year come at a relatively inactive period. 

Such a choice of fiscal year is called the natural husintss year. The 
use of the natural business year tends to make the interpretation of 
statements less complicated and more informative. 

For control of manufacturing oporatiorus, it is adrisable to have a 
much shojtcr period than a year. Jt is customary thervhrt to have 
monthly interim reports for Uie use of management. 

ADJUSTING AND CIOS- The adjusting of manufacturing accounts is 
A« rimilar to the adjusting of trading accounts. 

^^^len inventories of supplies, such as factor^’ 
supplies, e.xist, and when expenses, such as iusurance, have l>ccn pre- 
paid, the a.<vsets are set up as deferred charges and only the amounts 
actually consumed are charged to manufacturing. WTien unrecorded 
liabilities, such as accrued wages of factory workers and accrued taxe?. 
exist, the liabilities and the related e-xpenscs should be prorided for 
by adjusting entries. 
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lAHien the accounts of a manufacturing enterprise ai'e to be closed, 
all the accounts pertaining to the manufacturing process, which are 
ordinarily presented in tlie scliedule of the cost of goods manufactured, 
are closed first. It is adrtsable to close these accoimts into an account 
called Mamifaciuring Sinmnanj. The balance of this account is the 
cost of the goods manufactured, which corresponds to the cost of the 
purchases and freight in of a trading enterprise. The balance of the 
manufacturing summary account is closed into the profit and loss 
summary account. The items appearing on the profit and loss state- 
ment are then closed, as in the case of a trading enterpnse, in the 
order in whicli they appear on the report. 

The relation of the manufacturing summary account to the profit 
and loss summary account is slioira below: 

]\Ianufacturing Summary 

Beginning Inventories of Raw ^Ma- Ending Inventories of Raw ilaterials 
terials and Goods in Process and Goods in Process 

I^Iaterials Purchased To Profit and Loss Summary 

Labor 

iManufacturing Expenses 

Profit and Loss Summary 

From ^Manufacturing Summary 

The items appearing in the manufacturing summary account would 
be tlie same as those found on the scliedule of cost of goods manu- 
factured. Those appearing in the profit and loss summary account 
would coiTespond to the items on the profit and loss statement. 


THE WORK SHEET OF An additional pair of columns is added to the 

^^'ork sheet of a manufacturing enterprise in 
order to segi'egate the accounts used in deter- 
mining the cost of the goods manufactiued. All items tliat enter into 
the cost of the goods manufactured, or that are deductions from the 
cost of the goods manufactured, are entered in the hlanufactming 
Scliedule columns. The difference between the totals of the IManu- 
facturing Schedule colunuis is the cost of the goods manufactured. 
This amount is transferred to the Profit and Loss Statement colunms. 

The use of the Adjustments colunuis is similar to the use of tliose 
in the work sheet illustrated in Chapter X. The chief diffei'ence is the 
addition of new items hartng to do with manufactiuing operations. 
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Ten-Column Work Sheet of a Manufacturing Enterprise 
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PREPARING THE The preparation of the periodic summan' nuv 

PERIODIC SUMMARY illustrated from the records of The Deane 
Manufacturing Company. At the end of the fiscal year, September 30, 
1949, a trial balance is taken. This trial balance is entered in the first 
pair of amount columns on the work sheet in the manner shoum in the 
illustration on pages 492 and 493. The accounts are then examined, and 
the additional data that will be needed in adjusting the accounts to 
make them show present facts are obtained. The data for the adjust- 
ments are 

! Reser\ e for bad debts, of 1 of net sales 


2 ln\entone3 

a. Finished gooda 

b. Gooda in procesa 
c Raw materials 


$34,000 00 
20,000 00 
3C.850 00 


4 Depreciation and amortization 

a OfT.ee equipment 10^ 

b Shipping departrrent equipment lO^e 

c Maeiunerj and equipment 10^ 

d Buildings 5*© 

e Patents 2.000 00 


4 Deferred charges to expense 


S 

Factor) supplies inventor) 

3,000 00 

b 

Shipping dept supphoii inventor) 

l.eSD 00 

c 

Ofliee supplies inventor) 

1,000 00 

d 

Prepaid insurance 

1,200 00 

5 Accrued expenses 


a 

Interest accrued on bonds pa) able 

1,400 00 

b 

Pa) roll 



Direct labor 

750 00 


Indirect labor 

200 00 


Sales salaries 

COO 00 


Shipping department salanes 

SO 00 


Property taxes, expired insurance, and building expenses are chargeable 
to manufacturing 


The treatment of these adjustments on the work sheet, except 
those for the goods in process, the raw materials, and the finished goods 
inventories, is .similar to that explained and illustrated in earlier chap- 
ters. The goods in process inventorj' account and the raw materials 
inventory' account are adju-^ed through the manufacturing summaiy 
account because all manufacturing expenses are summarized in this 
account. 

The raw’ inateri.als inventory at the lieginning of the fi5cal period 
has become a part of the cost of goods manufactured. Pvaw Materials 
Inventory is therefore credited for the x'alue of the i>cginning inventor)', 
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$30,000, and Manufacturing Summaiy is debited for the same amount. 
TJie raw matea’iais inventory at tiie end of tlie period must be recorded 
as an asset and must be shown as a deduction from the cost of goods 
manufactured. Raw Materials Inventory is therefore debited for 
$36,850, and Manufacturing Summary is credited for the same amount. 

In a like manner, the inventory of goods in process at the beginning 
of the period must be transferred to the manufacturing summary ac- 
count, and the goods in process at the end of the period must be de- 
ducted from the cost of goods in process and must be shovra as an asset. 
The first transfer is accomplished by crediting Goods in Process 
Inventory and by debiting Manufacturing Summary for $15,000. The 
second transfer is accomplished bj^ debiting Goods in Process Inventory 
and bj’’ crediting Manufacturing Summary for $20,000. 

The finished goods inventory account is adjusted through the 
profit and loss summary account in the same manner as the merchan- 
dise inventory of a mercantile business. The finished goods inventory 
at the beginning of the period is transferred to the profit and loss 
summary account by a’editing Finished Goods Inventory for $20,000 
and by debiting Profit and Loss Summary for the same amount. The 
finished goods inventory at the end of the period is recorded by debiting 
Finished Goods Inventory for $34,000 and by ci'editing Profit and Loss 
Summary for the same amount. 

After the Adjustments columns have been totaled to prove the 
accuracy of the adjusting entries, all items representing the cosh of 
goods manufactured ai'e extended into the columns headed “Manu- 
facturing Schedule.” These items include the raw materials purchases, 
the freight and cartage in, the purchases returns and allowances, all 
manufacturing expenses, and the costs and deductions from costs 
arising from the inventories of raw materials and goods in process at 
the beginning and the end of the fiscal period. The balance of each 
item, except the items witten on a line vdth “Manufacturing Sum- 
mary,” is extended into the proper column. The items appearing 
opposite “Manufacturing Summary” represent the inventories of raw 
materials and goods in process at the beginning and the end of the 
fiscal period. As vfill be seen later, these inventories are used in the 
manufacturing schedule and are therefore entered individually in the 
Manufacturing Schedule columns. Tlie difference between the totals 
of the Manufacturing Schedule columns represents the cost of goods 
manufactured. This amount is carried forward into the Profit and 
Loss Statement Dr. column. 

The balances of the income accounts are extended into the Profit 
and Loss Statement Cr. colunm, and the balances of all expense ac- 
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counts that do not represent manufactunng expenses are extended 
into the Profit and Loss Statement Dr column The amounts of the 
assets the liabilities and the pn)pneto»ship are earned forward into 
the proper columns in the same manner as thej are in the preparation 
of a work «heet for a trading concern The amount that mu.t be 
pronded for income tax is then calculated The pronsion for incon'e 
tax and the net income after proxTsion for income tax are then entered 
in the Profit and Loss Statement Dr column and the Balance Sheet 
Cr column and the columns are totaled and ruled 

The profit and loss statement of The Deane Manufactunng Com 
pan\ is shown m the illustration on page 497 AH the data required 
for this statement including the cost of good* manufactured ha\e 
been obtained from the Profit and Loss Statement columns of the \\ ork 
sheet The cost of goods manufactured is reported as a single amount, 
and reference is made to the schedule that shot\-s how the amount tras 
determined 

The cost of goods manufactured schedule is shown on page 4*^8 
This schedule contains the same amounts as those showm m the Manu 
factunng Schedule columns of the work sheet The amounts are 
arranged hoA\o\er so that the desired information can be obtained 
readih The nght hand amount column contains the beginning goods 
m process in\ entorj To this amount is added the total of the elements 
of manufactunng cost for the penod and from this sum the ending 
godds in process ms entor\ is subtracted to obtain the cost of the goods 
completed dunng the ^ car The amount column second from the nght 
contains the three elements of cost the matenaL used, the direct 
labor and the total of the manufactunng expenses. 

The co«t of raw matenals consumed is made up of the beginmng 
inNcnton of raw matenals the purchases made dunng the penod 
the freight and cartage on the purchases Jess the purchases returns 
and allowances and the ending mventon The manufactunng expenses 
totaling $60 600 consist of all expenses incident to operating the factor} 
except labor applied directly to the conxersion of raw matenals into 
finished goods. 

The order in which the items are listed on the schedule follows tb** 
sequence of operations m the factor} At the beginning of a penod 
there are unfinished goods repre^nted b^ the beginning goods in 
process in\ enter} Dunng the penod matenaL labo- and manufac- 
tunng expenses are added to Ihu. inxentor} \t the end of the penod 
the goods in process arc in\entoned This amount is subtracted fron 
the sum of the beginning goods in process mxenton and the matenals. 



Ch. 27] 


ACCOUNTING FOR MANUFACTURING 


497 


THE DEANE MANUFACTURING COMPANY 
Profit and Loss Statement 
For Year Ended September 30, 1949 


Income from Sales: 

Gross Sales $300,000 

Less Sales Returns and Allowances 2,000 


Net Sales 

Cost of Goods Sold: 

Finished Goods Inventory, October 1, 1948. $ 20,000 
Cost of Goods Mfd. (Schedule No. 1) 215,000 


Total Cost of Fin. Goods Available for Sale . . $235,000 
Less Finished Goods Inv., Sept. 30, 1949 . . . 34,000 


Cost of Goods Sold 


Gross Profit on Sales 

Operating Expenses: 

Selling Expenses: 

Sales Salaries and Commissions . $15,600 

Traveling Expense 5,000 

Advertising Expense 14,500 


Total Selling Expenses . . $35,100 

Shipping Department Expenses: 

Shipping Dept. Salaries $3,580 

Depr. of Ship. Dept. Equip 1,200 

Shipping Dept. Supplies Used. . . 3,320 

Sundry Ship. Dept. Expense 500 


Total Shipping Dept. Expenses 8,600 

General Expenses: 

Officers’ Salaries $16,500 

Office Salaries 6,000 

Depr. of Office Equipment 1,600 

Office Supplies Used 4,000 

Loss from Bad Debts 1,490 

Sundry Office Expense 2,050 


Total General Expenses 31,640 


Total Operating Expenses 
Net Profit from Operations . 


Other Income: 

Purchases Discount $1,500 

Other Expense: 

Bond Interest Expense 5,600 

Net Deduction 


Net Profit before Provision for Income Tax . . . 
Less Provision for Income Tax 

Net Profit after Provision for Income Tax .... 


$298,000 


201,000 


$97,000 


75,340 


$21,660 


4,100 


$17,560 

4,600 


$12,960 


Profit and Loss Statement of a ^lanufacturing Enterprise 
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labor, and manufacturing expenses. The result is the cost of the goods 
manufactured. 

THE DEANE .MANUF.VCTURIN'G COMP.\.NY • 
ScHEDuix Ko 1 — Cost or Goods Masufaciured 
To Accompany Pnom and Loss Statement 
For Year Ended SriTEMBER 30. 1949 


Goods m Procofes In\ctvtor>, Octo- 
ber 1, 194S 

Raw Materials 



$15,000 

Intentorj, October 1, 1948 
Purchases 90,000 

Freight and Cartage In 2,500 


$30,000 


Deli\ercd Cost of Purchases 

$92,500 



Less Returns and Allowances 

2,000 



Net Purchases 


90,500 


Total Cost of Materials Available 
for Use 

Less Inventor}, September 30, 


$120,500 


1919 


30,850 


Cost of Materials Consumed 


$53,650 


Direct Labor 

Manufacturing Etpen^es 


75,750 


Indirect Labor 

$ 7,200 



Superintendence 

8,000 



Maintenance and Repairs 

6,000 



Heat, Light, and Power 

9.000 



PropeH} Taxes 

4.000 



Depr of Machiner} and Equip 

12,000 



Depreciation of Buildings 

4,000 



Patents Expense 

2,000 



Factor} Supplies Used 

5,000 



Hs^ured Insurance 

Lf?Df> 



Sundr}' Factor} Expense 

1,600 



Total Manufacturing Expenses 


60,600 


Total Manufactunng Costs 



220.000 

Total Goods in Process during Period 
Loss Goods m Process Inventor}, 



$235,000 

September 30, 1919 



20,000 

Cost of Goods Manufactured 



$215,000 

Cost of Goods M»nafact«Tcd Sehedole 
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THE DEANE MANUFACTURING COMPANY 
Balance Sheet 

September 30, 1949 

Assets 

Current Assets: 

Cash $9,000 

Accounts Receivable $30,000 

Less Res. for Bad Debts 1,840 28,160 


Inventories: 

Finished Goods $34,000 

Goods in Process 20,000 

Raw Materials 36,850 

Total Current Assets 

Fixed Assets: 

Office Equipment $16,000 

Less Reserve for Depr 6,100 

Shipping Dept. Equipment $12,000 

Less Reserve for Depr 4,400 

Machinery and Equipment $120,000 

Less Reserve for Depr 46,000 

Buildings $80,000 

Less Reserve for Depr 16,000 

Land 


90,860 


$ 9,900 
7,600 

74.000 

64.000 

40.000 


Total Fixed Assets 

Intangible Assets: 

Patents 

Deferred Charges to E.xpense: 

Factory Supplies 

Shipping Department Supplies .... 

Office Supplies 

Prepaid Insurance 

Total Deferred Charges to Expense 


$3,000 

1,680 

1,000 

1,200 


Total Assets 


Liabilities 
Current Liabilities ; 

Accounts Payable $45,000 

Wages Payable 1,630 

Interest Payable 1,400 

Promsion for Federal Income Tax 4,600 


Total Current Liabilities 
Fi.ved Liabilities; 


First-Mortgage 5% Bonds Payable 

Total Liabilities 

Propbietorship 


Common Stock $100,000 

Surplus 113,760 


Total Proprietorship 

Total Liabilities and Proprietorship 


$128,010 


195,500 

16,000 


6,880 

$346,390 


$ 52,630 

80,000 

$132,630 


218,760 

$346,390 


Balance Sheet of a Manufacturing Enterprise 
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The distinction bct^'oen manufacturing costs and cost of poods 
manufactured is shown in the schedule on pace -lOS. Manufacturing 
costs consist of materials used, $S3,650, direct labor, $75,750, and 
manufacturing expenses, $GO,GOO, a total of $220,000. Cost of koo(U 
manufactured takes into account the ri'O poods in process inventories 
and amounts to $215,000. 

The balance sheet of The Deane Manufacturing Company is sho'.vn 
on page 499. Three invenlorici, instead of one, are reported on thU 
balance sheet; the fixed assets include Machinorx* and Equipment; a.n 
intangible asset. Patents, appears on the report; and the deferred 
charges include Factorj' Supplies The liabilities include a current 
liability. Wages Parable, and a fixed liability, First-Mortgage 57c 
Bonds Paj'able. 

After the financial reports have been prepared, the adjusting and 
closing entries are recorded in the general journal. The Adjustments 
columns of the work sheet are used as the basis for these entries. 
Since all manufacturing costs are to be summarized In an account 
called Manufacturing Summary, the adjustments for raw* materials 
inventory and the go<^ in process Invcntoiy* are posted to this account. 
The adjustments for the finished goods inventory’ are posted to the 
profit and loss account 

After the adjustments have been recorded, the closing entries are 
made. All manufacturing items are transferred to the manufacturing 
summary account. The balance of the manufacturing summary ac- 
count is then a debit that represents the cost of the goods manufac- 
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tm-ed. The balance is transferred to the profit and loss account, and 
all remaining income and expense items are closed into the same ac- 
count. The balance of the profit and loss sununary account then 
represents the profit or the loss for the period, and is transfeiTed to 
Surplus. The manufactming summary account of The Deane Manu- 
facturing Company is shorTO on page 500. 

IN YEN TO WK OF valuation of the inventory of raw ma- 

MANUFACTURING terials at the end of a fiscal period does rrot 

ENTERPRISE dift'er from the practice followed in truding 

concer'ns. Cost or market prices are a\milable and ar-e used. In the 
\^uation of finished goods, market prices are not siritable because 
they represent selling prices. The inventory value of finished goods 
and of goods in process must be built up from raw rrrateiials bj* adding 
direct labor and overhead itenrs. This compirtatiorr involves the use 
of estimates based orr information derived largely from the accoimting 
records. 

Irr estirnatirrg the cost of finished goods and goods in process, it 
has become customary to consider' the cost as being composed of three 
elements: raw materials, direct labor, arrd over'head. The raw materials 
and the direct labor are embodied in the goods being produced and 
represent direct costs. All other costs, whiclr ai'e not directlj* identi- 
fiable vith goods being produced and whiclr applj’ to the factory as a 
whole, ar'e called indirect costs and ar-e repoi'ted under the heading 
“h'lanufactming E.xpenses” orr the cost of goods mamrfactm'ed sclied- 
rrle. Included vith rnanufactirrirrg expenses are the cost of indirect 
labor arrd that of factory supplies used. Factory sirpplies may be 
consider-ed indirect rrraterials since they represent rrraterials used to 
facilitate prodrrctiorr vithin the factory. The total of the rnanufactrrr- 
ing experrses, irrclirding indirect materials and indirect labor, comprises 
the iterrr over'head. Factorj* over-head is corrrnronly expressed as a 
per'cerrtage of the direct labor cost. By referring to the figirres on the 
cost of goods rnanufactm-ed sclredule orr page 49S, tire following per- 
cerrtage of over-head to direct labor is obtained: 

^60 600 

Ratio of Overhead to Direct Labor Cost — V- tt 

The rmluation of the goods in process and the finislred goods requires 
information regar'ding the cost of direct materials, the cost of direct 
labor, and the or*er'head r-ate. In estirrrating the value of finislred 
goods at $34,000 and that of goods in process at $20,000, The Deane 
hlanufacturing Corrrpany prepar-ed the following summaries: 
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5 Howard Elder, CPA, find> real estate \ alued at $23 000 on the 
balance sheet of Fe"^n and Lee, Inc The account in the ledger shows 
that the land nas purchased for $S000 ten ^eors ago and was held for 
«ax \ear3 before a building was erected at a cost of $17,000 Taxes ard 
assessments during the ten jears amounted to $2,500, of which amount 
$1,200 occurred pnor to the erection of the building The estimated life 
of the building is twentj \cars with a sal\age %alue of $1,000 ^\"ha♦ 

correcting entn or entries should bo made^ 



Ch. 27] 


ACCOUNTING FOR MANUFACTURING 

PROBLEMS 


505 


1. A cost of goods manufactured schedule is shown below. 

THE CAMDEN CORPORATION 
Schedule No. 1 — Cost of Goods Manufactured 
To Accompany Profit and Loss Statement 
For Year Ended December 31, 1950 


Goods in Process Inventory, January 1, 1950 . . $60,000 

Raw Materials: 

Inventory, January 1, 1950 $200,000 

Purchases 330,000 


Total Cost of Materials Available for Use. . . $530,000 

Less Inventory, December 31, 1950 . . . 215,000 


Cost of Materials Consumed $315,000 

Direct Labor 200,000 

Manufacturing Expenses; 

Indirect Labor. ... $75,000 

Depreciation Expense 37,500 

Sundry Manufacturing Expense 57,350 


Total Manufacturing Expenses 169,850 


Total Manufacturing Costs 684,850 

Total Goods in Process During Period $744,850 

Less Goods in Process Inventory, December 

31,1950... 44,850 

Cost of Goods Manufactured $700,000 


Instructions: (1) Prepare journal entries to summarize the raw materials 
inventory and the goods in process inventory in the manufacturing summary 
account.'' 

(2) Prepare the journal entry to summarize the purchases, the direct labor, 
and the manufacturing expenses in the manufacturing summary account. 

(3) Prepare the journal entry to close out the manufacturing summary 
account. 

(4) Post the entries to the manufacturing summary account. 

2. The work sheet for the Miller Manufacturing Company, without the 
Adjustments columns, for the year ended December 31, 1950, is given on 
page 606. 

Inslruclions: (1) Based on the work sheet on page 506, prepare the follow- 
ing journal entries: 

(a) To record inventory adjustments, depreciation, patent write off, 
factory supplies used, and bond interest and discount. 
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(b) To close the manufacturing accounts into the manufacturing summary 
account. 

(c) To close the manufacturing summary account and the profit and loss 
accounts to the profit and loss summary accoimt. 

(d) To record federal income tax liability. 

(e) To close the profit and loss summary account to Earned Surplus 
Unappropriated. 

(f) To increase the bond sinldng fund reserve. 

(2) Post to the manufacturing summary and profit and loss summary 
accounts and rule the accounts. 

(3) Prepare a profit and loss statement supported by a schedule of cost of 
goods manufactured. 

3. The Grant h'lanufacturing Company was incorporated on December 
28, 1949, and began operations on Januaiy 2, 1950. The trial balance on 
Decembei' 31, 1950, was as follows: 


Cash $ 92,000 

Machinery and Equipment 400,000 

Factory Stipplies 12,000 

Common Stock 3 400,000 

Sales 700,000 

Raw Materials Purchases 250,000 

Direct Labor 197,500 

Indirect Labor 28,500 

Rent of Factory Building 25,000 

Sundry Factory Expense 15,000 

Selling Expense (control) 60,000 

General Expense (control) 20,000 


81,100,000 $1,100,000 


Data for adjustments ai*e: 

(1) Inventories (overhead rate is 50% of direct labor): 

(a) Finished goods: 1,800 units — material, $1.00; direct labor, $6.00. 

(b) Goods in process: 2,500 units — material. $0.80; direct labor, 


$4.80. 

(c) Raw Iklaterials: I^Iaterial X, 4,000 miits at $1.00; Material Y, 


12,000 units at $0.50. 

(2) Estimated depreciation of: 

Machinery and equipment 

10% 

(3) Deferred charges to expense: 

Factory supplies inventory 

$4,000 

(4) Accrued pajToll: 

Direct labor 

2,500 

Indirect labor 

1,500 


Federal income taxes are to be proxdded for at 40% of net income. 


Insiruciwns: (1) Prepare a work sheet with manufacturing schedule 
colunms. 

(2) Prepare a profit and loss statement xrith a supporting schedule of the 
cost of goods manufactured. 



CHAPTER XXVIII 

COST ACCOUNTING— JOB ORDER 


COST ACCOUKTIHG 
AND GENERAL 
ACCOUNTING 


General accounting contains reference^ to 
costs- For example, in the beginning chapt«^ 
of this book accounts were assembled on the 


profit and loss statement to determine cost of goods sold. In the p”e* 
ceding chapter accounts were put together in a periodic schedule to 
determine cost of goods manufactured. When the life of the buar®ss 
enterpn<=c ^vas separated into penods of a j ear or a month, only costs 
applicable to each period uere permitted on these statements. 

The chief difference bctv\een general accounting and cost account- 
ing is one of emphasis. In this chapter the nhole emphasis will be on 
the cost of jobs being manufactured. 

A ;ob order calls for the manufacture of a specified number of units 
of finished goocL. A portion of the total manufacturing eipen'Cs 
must be assigned to that particular job m order to find the co«t of 
the units. Records are prondod to show the materials and labo* 
costs on each job and to apportion to each job a part of the total 
manufacturing expenses. UTien the job is completed, the total cost 
is di\nded by the number of units firmed in o^der to determire th<* 
cost of each unit of the finish^ goods. This procedure demands a 
careful anal\-sis of the cost or expense elements entering into each 


job. 

The elements of cost in a completed j’ob are shoum in the follow- 


ing tabulation: 
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expenditure connected until the operation of the factoiy eventualb’ 
becomes a charge to an inventory account. As a result the three in- 
ventory accounts show not only the goods on hand at the end of the 
peiiod, but also the volume of actiintj'' through the accounts dmiiig 
the period. 

All expenditui'es incident to manufacturing move tlu’ough the 
goods in process inventory and into the cost of the finished goods. 
The flow of these costs is shoum below: 


Raw Materials 


Goods in Process Finished Goods 




All manufacturing expenditures, as was suggested in the last chap- 
ter, may be classed under the tlmee heads: Raw Materials, PajToll, 
and Overhead. The first two are divided into Direct and Indirect 
Materials and Direct and Indirect Labor. Indirect materials and in- 
direct labor, illusti'ated by x and y above, become a part of Overhead. 
Goods in Process is made up of direct materials (a), direct labor (b), 
and overhead (c). A^^ien goods ai-e finished, they move on to Finished 
Goods (d). 


COST ACCOUNTING IN The need for estimating imrious costs in 
ANUFACTURING order to determine the imlue of goods in 
process and finished goods inventories uns discussed in the preirious 
chapter. Estimates were made of the materials, labor, and overhead 
charges found in the inventories at the close of the period. The calcula- 
tion of sucli estimates may result in many eiTors. The incorporation 
of the three inventory accounts into tlie cmrent accounting system, 
however, proindes the accm-acy of double entiy and tends to eliminate 
eiTors. 

The inventory accounts are affected not only by transactions that 
nre completed between the manufactm-ing enterprise and other busi- 
nesses, but also by transactions that are completed between different 
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departments or units of the enterprise The effects of tho^ interna! 
transactions are reflected m the accounts just as if the transactions 
were completed with other enterpnscs 

The reco^ition of the accountabiliu of interna! tran'actions is 
a distinguishing characteristic of cost accounting Since the two 
bargaining parties who usually establish accountable \nilucs are ab- 
sent, it becomes necesrarj to use cost as the basis of the accounting 
entr> The principles and methods followed in setting up such cosb 
constitute the subject matter of cost accounting in manufactunng 
A consideration of the treatment of internal transactions affectirg 
each of the perpetual in\entor> accounts follows 

RAW MATERIALS Raw malenals are recorded in an a.N>ct ac 

ACCOUNT count which is treated in much the same ^vaJ 

as the cash account that is it is debited for additions and credited 
for withdrawals WTien matenaJs are purchased, the% are charged at 
ln^olcc price plus transportation cost to the raw materials account 
\Mien the\ are withdrawn from the storeroom for use m the prect-ss 
of manufacture their Nulue is credited to Raw Materials and charged 
to Goods in Process or to one of the manufactunng expense accounts 
Raw matcnals that will become a part of finished goods arc charged 
to the goods in process account raw matcnals that will be used to 
assist in some procevs of manufacture are charged to a particuh- 
manufactunng expense account These charges result from internal 
transactions and necessitate the calculation of cost pnee ns the ba?i> 
for the accounting entnes This pnee is ordinanl\ the actual price 
paid for the matenaU plus the transportation cost The following 
journal entrv accounts for the of matcnals 

Goods in Proee«s 1,250 

Factoii 0\crhead 250 

Raw Matcnals J 500 


Since the raw matcnals account represents man> kinds of units 
rather than one, it is sot up as a controlling account with a sub'idiarv 
lodger This ledger is called the stores ledger, or rair materials ltdjr, 
it contains an account with each find of matenal in the storertwi 
Postings are made currenth to the raw matcnals accounts in the Fjb 
sidian ledger, and the balances of these accounts are compared at 
intcnals with the actual amounts of the xiinous kinds of matena’s 
on hand This compan'^on and the aecompanxing adjustments tha' 
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may be necessarj^ eliminate, in most companies, an annual shutdown 
for the purpose of talcing at one time complete physical inventories. 

Entries are made in the subsidiary stores ledger from materials 
received reports and from material requisition slips by the balance of 
stores clerk. The materials received reports for the month ai'e sum- 
marized and an entiy is made debiting the controlling account Raw 
Materials. The material requisition slips are also summarized and the 
total is credited to Raw Materials. 

The raw materials control account may be compared \rith the 
accounts receivable control account described in Chapter VIIL Post- 
ing to the subsidiary stores ledger is similar to posting to the cus- 
tomers’ ledger, the postings being made from business papers rather 
than from journals. At the end of the month the balance of the control- 
ling account Raw Materials should agree \rith the sum of the balances 
in the stores ledger. 


PREDETERMINED FAC- In order that the goods in process account 
RATE \vill show all manufacturing costs, those 

costs not identifiable vdth particular produc- 
tion orders must be grouped and applied to Goods in Process as a per- 
centage of one or more of the known items. In the pre\dous chapter 
the factory overhead, consisting of indirect materials, indirect labor, 
and other manufacturing expenses, was ascertained and expressed as 
a percentage of the direct labor cost. This percentage was determined 
at the end of the accounting period by summarizing all indirect manu- 
facturing expenses and expressing the total as a percentage of direct 
labor costs. In order that the cost of a job order may be Imown as 
soon as the job is completed, a predetermined factory overhead rate is 
used. 

This rate must be based on estimated amounts of manufactming 
expense and direct labor for the year ahead. For example, if it is 
estimated that the total manufacturing expenses for the year will 
be $80,000 and that the total direct labor cost \rill be $100,000, an 
overhead rate of 80% applied to the direct labor cost of the job orders 
of the year would absorb all of the manufacturing expenses of the 


year. 

Since there is bound to be a xmriance between the estimated and 
the actual figures, the factory overhead account, whicli is debited 
for the actual figures and credited for the^ estimated figures, vdll have 
a balance. If this is a credit balance, overhead is said to be overah- 
sorhed; if it is a debit balance, overhead is said to be underabsorbed. 
These two conditions are illustrated on the following page: 
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0\TRABSOPBED 
Factor> O\orhe3d 

Ind Mat 2 000 Charged to 
Ind Labor 4 000 Goods in 
Fact-Supp 800, Process 33 200 
Dep- on ' 

Mach> etc 12 000, 


Total 32 too' 

0%crab«orbed $800 


Lsderaksorbed 
Factor> 0\crhpad 

Ind Mat. 2 000 Charged to 
Ind Labo* 4 000 Goods in 
Fact-Supp 600 Process 32 000 
Dep' on 

Mach} etc 12 000. 


Toul 32 40o' 

Underabsorbed $400 


The balances of the factorj o\erhead account are earned fonturd 
from month to month until the end of the tear If the balances fluctu 
ate from debit to credit and arc relatuel> small amounts there is 
endence that the predetermined rate is satisfacton If a debit bal 
ance accumulates month after month until a considerable amount u 
m\ol\cd It indicates that the rate is too If the rate is too hi^ht 
a credit balance "^ill accumubto In either case the rate should be 
raised or lo\\ered to proiicnt the accumulation of a balance 

GOODS IN PROCESS Materials is credited and Goods m 

ACCOUNT Process is debiU?d uhen raw matenals are 

mthdrattm from the storeroom and put into production The poods 
in process account shows on its debit side the cobt of all elements 
put into manufactunnp and on its credit side, the cost of all elemf'nts 
iea\ang manufactunng as finished goods Charges for direct matenals 
and direct labor which are costs identifiable with particular jobs n 
process as well as charges for o\crhcad are made to Goods m Process. 

Since the goods in process account represents manj kinds of units 
rather than one it mast be a controlling account for a sub'idiar} 
ledger This ledger is known as the produeiion order ledger or eos' 
ledger In the cost ledger an account with each factory production 
onler is established and to it are charged all matenals and lab«r 
costs identifiable with that onlcr To the production order accoant 
la also charged a portion of the unidentifiable that rtpresert 

factor} oierhead The accounts in the subsidiarj Wge** arc po^^-d 
currcntl} Each of thev» accounts tna> b* closed and rcmoied fron 
the cost ledger when the order with which it coroelates has been com 
pletcd A summar} of the completed production orders pro\ndcs 
information for the entr} at the end of the month m which the poods 
in process account is credited and the finished pooda account is debited 




Ch. 28] 


COST ACCOUNTING — JOB ORDER 


513 


The relation of the conti-olling account Goods in Pi'ocess to the 
cost ledger is shown in the followng diagram: 


Goods in Process 


Balance 

1,500 


15,960 

Materials 

6,500 


Labor 

5,000 



Overhead 

4,000 



(Summaries posted . 

(Jobs Nos, 

1, 2. 3 

at the end 

of the 

completed 

during 

month.) 


month.) 



Cost Ledger 


Job No. 1 

Job No. 2 

Balance 

1,500 

Materials 2,000 

Materials 

1,000 

Labor 1,500 

Labor 

1,200 

Overhead 1,200 

Overhead 

960 




4,700 


4,660 


Job No. 3 

Job No. 4 

hlaterials 

3,000 

Materials 500 

Labor 

2,000 

Labor 300 

Overhead 

1,600 

Overhead 240 


6,600 


A separate sheet for each job is piwided in the cost ledger. A 
cost sheet promding for the current accumulation of cost elements 
entei'ing into a production order, and for a summai’y at the time the 
production ordei' has been completed, is shomi on page 514 for Job 
No. 2, which is smnmarized in the preceding diagram. 

The foiu’ materials requisitions cliarged to tliis job are also posted 
to the proper raw materials accounts in the stores ledger as credits. 
Tliis procedm'e "was desci'ibed earlier in tlie cliapter. 

The time slips posted to the production order are summaiized 
iidtli all other time slips at tlie end of tlie montli and became a credit 
to the paiu'oll account. The pajToll account is debited when the 
peiiodic payment of wages is made. The ci'edit balance of tlie pajToll 
account therefore represents tlie amount due workmen for sendees 
rendei'ed. The paTTolI account differs from the raw mateidals ac- 
count in tliat it is cliarged for the costs aftei- the labor has been received 
and cliarged to production. Any unpaid balance is reported as a 
ciUTent liability on the balance sheet. 

"i\T:ien Job No. 2 is completed, the materials costs and the labor 
costs ai-e totaled and entered in the sumniaiw colunm at the right of 
the cost slieet. Overhead is added at the predetermined rate of S0% 
of the direct labor cost, and the total cost of tlie job is recorded. Fi’om 
tliis job ordei* cost of ?4,700 it is possible to obtain the unit cost of 
tlie TjTe C Containers, 94 cents each. 



514 ACCOUKHNG KUMOFIES [O- 


Job 

For 

No ^ — 

5,000 Tjpe C Conui''ers 


Date "• 






, Stock 



ilATEP.IALS 


Labop 

Sl,*MiUP.Y 



Tirre 


TiP'e 




At-outiI 

Slip 

.\Tnount 

Slip 

Amount ' Items 

.Amount 



No 


No 



1434 

400 00 

12202 

«3 60 

Bt fnd 

1 

l.loS 00 


U'iS 

500 QQ 

204 

lOS 40 

12234 

45 20 Materials 

2,000 (K' 

1441 

700 00 

205 

67 00 

237 

70 00 Labor 

1,500 O' 

14C4 

400 00 

210 

120 00 

242 

61 CO Overhead 




211 

95 30 

248 


1,200 0^ 


2,000 00 

213 

107 20 

250 

87 30 



-rr , — 

21C 

no 00 

253 

55 40 .Total Cost 

4,700 Of' 










2^ 

217 40 

Toul 

1,500 00 




225 

106 30 






231 

53 20 


No ol uniu 







finj«bcd 

S.Oef 



Fud 

1.15S 00 


Cost per unit 

91 


Job Co«l Sheet 


At the time each job is completed, an entrj’ is made in a ppcca! 
journal knowTi as a finu^ked poofs journal At the end of the account* 
injj ponod the total of thc«e entnes is ported to the debit of F1nl«V-d 
Goorls and the credit of Goods in Pro^s The balance of the j:ood< 
in process account then represents the total costs charj^ed to uncom- 
pleted onlc^ 

Finished Goods is debited fo*- the cost of all 
poods tran<ferred from the facton' to the 
stockroom. It is credited for the cost of all poods shipp^. \\'henpf)CKi« 
are sold, shippinp orders are commonly prepared, ana from Ihw 
arc formulate entries debiting Cost of Sales and creditinp Firb'hed 
Goods. At the ‘ame time Accounts Recei\'able Ls debited and Sale? 
is credited for the selling pnee. Each sale thus rt-quires tvvo e.ntrie'S 
in the fi.'st the finished pwxis are recorded at the cost pace; in the 
second, at the selling price. 
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Like the tvvo previous inventoiy accounts, the finished goods ac- 
count is a controlling account. The subsidiarj^ ledger that it controls 
is known as the sfock ledger or finished goods ledger. In the stock 
ledger an account is kept vdth each kind of nianufactui’ed commodity. 
On the debit side of each account in the stock ledger there are columns 
for the number of miits of the commodity manufactimed, the cost of 
a unit, and the cost of the completed order. On the credit side there 
are columns foi' the number of units shipped, the cost of a unit, and 
the total cost of the units shipped. 


Finished Goods 


(a) 


10,000 


(Summary of jobs 
completed, posted 
at end of month.) 


(b) 


6,050 


(Summary of ship- 
ping orders, posted 
at end of month.) 


STOCK LEDGER 
Commodity A 


Job 

Number of 

Cost 

Cost 

Shipping 

Number 

Cost 

Cost 

Order 

Units 

per 

of Job 

Order 

of Units 

per 

of 

Number 

Manufactured 

Unit 

Order 

Number 

Shipped 

Unit 

Shipment 

515 


$5 


40S 


?5 

$3,000 


Commodity B 


Job 

Order 

Number 

Number of 
Units 

Manufactured 

Cost 

per 

Unit 

Cost 
of Job 
Order 

Shipping 

Order 

Number 

Number 
of Units 
Shipped 

Cost 

per 

Unit 

Cost 

of 

Shipment 

212 

100 

$12 

$1,200 

329 

50 

$12 

$ 600 

648 

200 

11 

2,200 


i-a; 50(2 

12 






4oo 

1®°\100@ 

11 

1,700 





481 

50 

11 

550 


Commodity C 


Job 

Order 

Number 

Number of 
Units 

ilanufactured 

Cost 

per 

Unit 

Cost 
of Job 
Order 

Shipping 

Order 

Number 

Number 
of Units 
Shipped 

Cost 

per 

Unit 

Cost 

of 

Shipment 

SSS 

160 



479 

20 

$10 

$200 
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Often the debit ade of a stock Icdjrer account will ‘^how that the 
same commodity ii'as produced on •scxeral occasions at difTercnt costs. 
In this case the unit cost that is listed first on the debit side is applied 
to the first shipment of the commoditj WTien the number of units 
shipped exceeds the number manufactured at the first unit cost, th<‘ 
second unit cost is used until that lot of the commoditi has been 
exhausted This pncins procedure is perhaps the one most uidclj 
used in crediting accounts in the stock ledger, it is knoiim as the 
/irsf-in, /Irst-ouf method The same method is also used m crediting 
accounts in the raw materials ledger The application of this method 
m connection \nth finLshed goods is illustrate b> Commoditj B in 
the diagram on page olo This diagram shows the relation of the con- 
trolling account Finished Goods to the stock ledger 

THE FACTORY In cases it is conicnicnt to have all 

LEDGER accounts with factorj inventones and fac- 

tor> operations set up in a ledger or ledgers cntirelj separate from 
the general ledger This is particuhrlj true when the factor) is located 
at some distance from the mam office The detads of factor) opera 
tions are of interest pnncipiH) to factor) cxecutucs and need to be 
casil) aiailable 

An account called Factory Ledger is set up in the general ledger, 
and all transactions hiMng to do with the factor) arc «iumman 2 cd in 
It Pu^ch^scs of raw matcnils, pi)Toll pa)*ments, current facto*) 
expenses and monthl) charges such as depreciation, insurance, and 
ta.xos on the factor) arc recorded as debits to this account The corre- 
sponding credits arc made to Vouchers Pa)'able, Rescnc for Deprecn- 
lion, Prepaid Insurance, and Taxes Pa)'able Goods shipped from the 
factor) on orders from the mam office are recorded at cost as crcriits 
to this account and debits to Cost of Sales The debit balance of the 
factor) ledger account represents the net in\estment in factor) in- 
\ entono. 

Illustrate e entries in both the general books and the facto*) 
books are as follows 


Gcsfral 


FACTonif 


Factor) Ledcer 
Vouchera Paj 


Factor) Ledger 
Vouchc-B I’a) 


(a) For a purcha.Bc of raw iratcnaU 

51,000 I Raw 'VlalenalB 

51 000* General Ledger 

(b) tor pa)roU pa> ments 

55,500 )* r#>roU 

59.500 I General Ledger 


51.000 


El, WO 


59.500 
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General Factory 

(c) For current factory expenses 

Factory Ledger. .. . 12,000 Factorv Overhead . . 12,000 

Vouchers Pay. . 12,000 General Ledger . . 12,000 

(d) For monthly charges 

Factory Ledger 30,000 I Depreciation 30,000 

Ees. for Depr. on General Ledger . 30,000 

Plant 30,000 | 

(e) For goods shipped from the factory 

Cost of Sales 124,000 j General Ledger ... . 124,000 

Factory Ledger. . 124,000 ( Finished Goods . 124,000 

The reciprocal nature of the entiies is illustiated in eacli of the 
above entiles. T^Hienever Factory Ledger is debited on the geneiul 
books, Genei'al Ledger is a-edited on tlie factory boolcs, and \*ice 
vei'sa. All factory ti-ansactions are recorded in a single account in 
the general ledger. 

The use of reciprocal accounts was illustrated in Chaptei' XXVI 
on branch accoiuiting. Separate accounts were set up at eacli brandi: 
and an account entitled Home Office Ledger was included, shotving 
tlie equit 5 * of the main office in the brancli. In tliis cliapter the factoiy 
bears a similai' relation to the main office; and again reciprocal ac- 
counts, General Ledger and Factory Ledger, ai'e used. 


ILLUSTRATION OF To illustrate tlie procedm'es already de- 
COST ACCOUNTING smbed, the following facts may be assumed: 
The Logan hlanufactming Co. operates a factory located apai’t from 
its general and sales offices. In the general ledger a single accomit 
called Factory Ledger conti’ols all the actiidties of the factorj*. The 
trial balance of the factory ledger, as of Septembei* 30, 1949, ivas as 
folloiTC: 

THE LOGAN ^ylANUFACTURING CO. 

Tri.al Balance of Factory Ledger. September 30. 1949 



Raw T^Iaterials 

Goods in Process (Job No. 1001) 

Fin. Gds. (Commodity X: 2,000 units 310) . 

Payroll 

Overhead 

General Ledger 


15.000 

10.000 
20,000 


1.600 

400 

43,000 


4o,000ii 45,000 
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The following is a summary of the data for October that affected 
accounts in the factor} ledger 

a Raw matcnals purchased b> the general office for the factorj, ?31,000 
b Factorj paj checks receded from the general office, $59 500 
c Expenses entered in the \oucher register that were chargeable to the 
factorj, $12,000 

d Jlonthly fixed charges applicable to the factorj, $16,000 
e Requisitioned matenals chargeable to orders, $30,000, requisitioned 
materials chargeable as indirect matenals, $3,000 
f Factorj labor, $60 000 — chargeable to orders, $50,000, to indirect 
labor, $4 000 to supenntendence, $6 000 
g Factorj oxerhead apportioned to jobs at the predetermined rate. 
$40,000 

b Completed jobs, $110 000 

1 Shipping orders received from the general office, $106,000 


These data ttere recorded in the factor} journal b} means of the 
following entnes The explanations of these entnes give complete 
details 


(a) 

Ran Materials 
General Ledger 

To charge the raw materials account with the ma- 
tenals purchased bj the general office dunng 
October (Invoice pnce, $28 000, freight cost, 
$3,000 ) 

(b) 

Pajroll 

General Ledger 

To charge the factory pajroll account with the 
pajroll checks received (lom the general office 


31,000 

31,000 


39,500 

59.SOO 


(c) 


Overhead 

General Ledger 

To credit the general office for the following ex- 
pense items entered in its voucher register 

Heat, Light, and Power 4,000 

Maintenance and Repairs 3,000 

Sundry Factory Expense 5,000 


12,000 

12,000 


(d) 


Overhead 

General Ledger 

To credit the general office for the following 
monthlj fixed charges applicable to the factory 


Taxes 

3 000 

Depr of Machinerj &. Equip 

8 000 

Depreciation of Building 

4,000 

Insurance 

1,000 


16,000 

16,000 
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(e) 

Goods ill Process (see detail below) 

Overhead . . 

Raw hlaterials 

To charge the goods in process account with the 
total cost of raw materials requisitioned for use on 
particular jobs, and the overhead account for 
the cost of raAV materials requisitioned for general 
use in the factory. The cost ledger shows direct 
materials charged to the following jobs: 

No. 1001 5 6,000 

No. 1002 13,000 

No. 1003 11,000 330,000 


30,000 

3,000 

83,000 


If) 

Goods in Process (see detail below) . . . 50,000 

Overhead . . 10,000 

PajToll 60,000 


To cliarge the goods in process account for the 
direct labor cost, and the proper manufacturing 
expense account for the indirect labor cost. The 
cost ledger shows direct labor charged to: 

No. 1001 $30,000 

No. 1002 15,000 

No. 1003 5,000 $50,000 


IS) 

Goods in Process (see detail below! 40,000 

Overhead , 40,000 

To charge factory overhead to the goods in process 
account at the predetermined rate tS0(^ of the 
direct labor cost). The cost ledger shows overhead 
cliarged to the following Jobs: 

No. 1001 (SOro of $30,000) $24,000 

No. 1002 (SO^- of $15,000) 12,000 

No. 1003 (SOro of $5,000) 4,000 

$40,000 


(h) 

Finished Goods (see detail below) . 110.000 

Goods in Process. , . - 110,000 

To credit the goods in process account with the 
cost of all goods finished and placed in the stock- 
room. The stock ledger shows that the following 
Jobs were completed and received Into stock dur- 
ing the month; 

No. 1001 Commodity Y — 

10.000 units at $7 $ 70.000 

No. 1002 Commodity Z — 

5.000 units at $S 40.000 


$110,000 
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General Ledger 106,000 

Finished Goods 106,000 

To charge the general office for the cost of all 
finished goods shipped The stock ledger shows 
that the following goods Were shipped during the 
month* 

Commoditj X — l,O0Dumlsat$10 $ 10,000 
Commodity Y — 8,000 units at $ 7 56,000 

Commodit> Z — 5,000 units at $ 8 40,000 

$106,000 

The posting of items to accounts in the factorj' ledger and to ac- 
counts in the subadiarj* cost and stock ledgers is indicated by a check 
mark (V) in the folio column It should be noted that an item posted 
to a controlling account is supported b> detail items posted to ac- 
counts in the subsidiarj ledger. This parallel posting is similar to 
that explained for accounts recei\’ab!e and accounts paj-able. 

After the journal entnes were posted to the accounts in the factor) 
ledger, a trial balance was taken. This trial balance, as of October 
31, 1949, was as follows 


THE LOGAN MANUFACTURING CO. 
Tbul Balance of Factory Lepcer 

OCTODER 31. 1949 




Raw Matenals 


13,000 




Goods m Process 


1 20,000' 




Finished Goods 

Pa>TolI 


24,000 

2,100 



Overhead 

General Ledger 


600' 

55,500 



1 


57,600| 

] 57,600 


In the trial balance of the general ledger the factor)’ ledger ac- 
count had a debit balance of §55,500, which corresponded with th** 
credit balance of the genersl ledger account in the factory ledger. 
"When the balance sheet and the profit and loss statement were pre- 
pared in the general office, the items on the two trial balances were 
combined, the balances of the two reciprocal accounts being omitted 
In other words, the statements contained the details shown in the 
factor)’ ledger accounts. 

The flow of costs through factory ledger accounts, based on the 
foregoing transactions, is illustrated by the chart on page 521. 




Plow of CohIh TIiroiiKli Factory LcdKcr AccoiintH, Sliowini' Subsidiary Cost Ledger and Stock Ledger 



ACCOUNTING PRlNOPLES 


ICh.29 


5!S 


The chart shows the directnes Avilh which the two elements raw 
materials and direct labor enter into the cost of goods in process; 
it also indicates the indirect way in which the element factorj* over- 
head becomes a part of the cost of goods in process. Raw materials 
amounting to $30,000 and direct labor amounting to $50,000 have 
been charged directly to Goods in Process. The detail of each of 
these charges is shown in the cost ledger, controlled by the goods in 
process account. The number of jobs ordinarily controlled by the 
goods in proce^ account is, however, inany times the number used 
here 

Overhead has been charged to Goods in Process at SO per cent of 
the total direct labor cost, and to each job account in the subsidian* 
ledger at the same percentage of the direct labor cost of that job. 
The total charge to Goods in Process for o\erhead is $1,000 less than 
the actual overhead; hence, for October, there was underabsorbed 
overhead of $1,000 In September the same rate had been used, but 
the charge to Goods m Process more than equaled the actual over- 
head: hence there was overabsorbed overhead of $400. The debit 
balance of the factory* o\ erhead account at the end of October was 
therefore $600 The estimated rate, while not entirely accurate, ^-as 
sufficientb so for the purpose of finding the cost of separate jobs and 
also the \'alue of the two inventories of goods in process and finished 
goods. All manufacturing e'tpenses except the small balance in the 
factorj' overhead account have passed through the goods in process 
account. A balance in the factorj* overhead account is in reality a 
deferred charge or a deferred credit to the manufacturing actirities 
of succeeding periods and is earned forward from month to month. 
Any balance at the end of the year is merged with cost of sales on the 
profit and loss statement. 

The entries recording the internal transactions in the accounts, 
as shovMi on the chart and in the three subsidiary ledgers, proride a 
complete record of manufacturing costs. By m^ans of successive 
debit and credit entries, costs have progre^ed from the raw materials 
stage to the finished goods state. The cost of goods manufactured 
appears as a credit to Goods in Proees and a debit to Finished Goods, 
'liie cost of goods shipped appears as a credit to Finished Goods and 
a debit to General Ledger. 

"VSTien goods are shipped to customers, two entries are required 
in the general ledger: (a) one crediting the factorj* at cost for th'^ 
goods shipped, and (b) another charging the customers at selling price 
for the go(xis shipped. To illustrate: In the case of The Logan ilanu- 
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facturing Co., the selling price of the goods sliipped to customers on 
orders from the general office was |1SO,000. The following entries 
were made in the journal of the general office. 

(a) 

Cost of Sales 106,000 

Factory Ledger 106,000 

To credit the factory for the cost of goods 
shipped to customers. 


(b) 

Accounts Receivable 130,000 

Sales 130,000 

To record the selling price of goods shipped 
to customers from the factory. 

It null be noted that the entry charging Cost of Sales and crediting 
Factory Ledger is the reciprocal of the last entry recorded in the factory 
ledger. The cost of sales was determined directly, that is, ndthout 
taldng physical inventories. 

The accounting result of recording the internal transactions 
liaidng to do nith manufacturing is to show directlj’' the cost of goods 
sold, adjusted by the amount of overabsorbed or underabsorbed over- 
head, and to leave in the raw materials, goods in process, and finished 
goods accounts the amounts of the inventories at the end of the ac- 
counting period. Physical inventories serve only to check the acciu-acy 
of the balances in the raw materials, goods in process, and finished 
goods accounts. This condition is to be contrasted vith that in general 
accounting, where the amount of the inventory is unlmowm until a 
pltysical count is made. There is, in general accounting, no book 
record that can be used in checldng the acciu-acy of the physical 
inventory. 

The use of perpetual inventory accounts for raw materials, goods 
in process, and finished goods distinguishes cost accounting from 
general accoimting. The accounts vith raw materials, goods in proc- 
ess, and finished goods, and the accounts in the subsidiary ledgers 
that are conti-olled by these three accounts, proride information that 
proves exti'emely helpful in contvollmg the activities of an. industrial 
enterprise. 

The ternunation of the flow of costs in a single account entitled 
Cost of Sales facilitates the preparation of a profit and loss statement 
at frequent intervals, perhaps each month. The simplicity of such 
a statement is apparent from the illusti-ation on page 524. 
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THE LOGAN MANUFACTURING CO 
Profit and Loss Statement 
FOR Month Ended October 31, 1949 


Sales (net) 


130 000 

Cost of Sales 


105 000 

Gross Profit on Sales 


24 000 

Less Selling and General Expenses 


20 000 

Net Profit from Operations 


4 000 


The statement can be prepared b> direct reference to the sales, 
the cost of sales, and the expense accounts It is not necessarj to 
take physical in\entones or to compute the cost of goods sold The 
profit and loss statement can thus be prepared accurately, rapidl}, 
and \\T.th a minimum of computation and detail 

^Vhen the accounts are closed at the end of the > ear, the difference 
between actual overhead and the estimated overhead (the balance of 
the factor> overhead account) is closed into the cost of sales account 
This practice avoids showing underabsorbed or overabsorbed o\c^ 
head on the annual balance sheet 


QUESTIONS 

1 How does the cost section of an accounting department identifj raw 
matenals costs and labor costs with a particular order"^ 

2 The Kellogg Mfg Co purchases 1,000 units of A at $1 and later 
purchases 500 units at $1 20 When the balance on hand is 700 units a 
matenals requisition is made out for 400 units chargeable to Job Order 
No 57 WhaC amount rs charged Co Goods m Frooiss for matenafs^ 

3 Is the posting to the cost ledger made from the analj sis of the pajToll 
and the summary of the matenal requisition slips, or directly from the 
time tickets and the requisition slips’ Why’ 

4 The goods in process account has a debit balance of $2,732 The 
accounts with the two joI» that are uncompleted ha\e charges of $344 and 
$552 for matenals and charges of $436 and $584 for direct labor \Miat is 
the rate of overhead’ 

5 (a) State the tjTes of information that are shown on a cost sheet, 
(b) Ezplam how this information is obtained 
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G. Name three conti-olling accoimte found in cost accormting and the 
subsidiai'y ledga-s controlled hj* eacli. Give the sources of posting for 
eacli of these accounts and its subsidiarj’- ledga*. 

7. Of tlie three new subsidiaiy ledgers, which is tlie most significant 
from tlie point of mew of cost accoimting? Explain. 

S. “The finished goods journal records the ti’ansactions completed 
between the factory and the stockroom.” (a) T^Tiat kinds of ti’ansactions 
may occur ivithin an entaprise? (b) How is tlie “price” in such ti'ansac- 
tions established? 

9. The factory ledga' of T. L. Nelson cont-ains the following account: 


Goons IX Process 


Materials 

12.000 

Finished Goods 33,000 

Labor 

15,000 


Ovahead 

10,000 



If tlie mataials cliarged to tlie uncompleted job amount to ?1,500, what 
ai'e the labor and ovahead cliarges? 

10. (a) E.yplain tlie use of tlie cost ledga*. (b) How ai'e indirect costs 
slioiwi in the cost ledga? (c) How is this ledga* related to manufacturing 
operations? 


PROBLEMS 

1. The ti-ansactions completed by the Ellis Manufacturing Company 
during tlie month of June ai'e summaiized below: 


(a) Raw inataials purchased $110,000 

(b) ilataials requisitioned for production orders 74,000 

(c) ilataials requisitioned for genaal factory use 14.000 

(d) Labor on production orders 80,000 

(e) Indirect labor 28,000 

(f) Repairs and maintenance 27,000 

(g) Building rental 9,000 

(li) Products finished and transferred to stock 180,000 

(i) Goods sold on account — cost 110,000 

(j) Touchers payable for payroll 104,000 


Insirndions: (1) Set up “T” accounts for the factory ledger in such a 
manna that the fiow of costs v.ill be showm, and record directly in these 
accounts the data given above. The factory ovahead rate is 100% of the 
direct labor cost. 

(2) Take a trial balance of tlie factory ledga as of June SO. 
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2 On June 1 of the current jear the follomng balanas appeared in the 
accounts m the Oh\er Manufacturing Compan\’s factorj ledger and 


subsidiary lodgers . 

Ra^^ Matenals S 6,000 

Goods in Process — Job No 601 3,000 

Finished Goods — Commodit\ N, 1 000 units 10,000 

Factory PajToll (credit balance) 1,000 

Factory Ot erhead (credit balance) 500 

General Ledger 17,500 

Raw matenals of $12,000 were purchased dunng June Raw matenals 
were requisitioned from the stores clerk as follows 

Job No 601 $ 2,000 

Job No 602 4,000 

For general factory use 1,500 

Time tickets for the month vcere chargeable as follows 
Job No 601 — direct labor $ 6,000 

Job No 602 — direct labor 5,000 

Indirect labor 1,600 


Factory pay checks were receded from the general office, $10,000 
Vanous factory maintenance charges for heat, light, power, etc., x^ere also 
paid by the general office, $1,400 Depreciation, taxe«, and other filed 
charges totaling $1,700 were charged by the general office to factory 
operations A 50^ overhead rate was applied to direct labor cost 

All job orders were completed dunng the month Job Order No 601 
produced 1,000 units of Commodity O, Job Order No 602 produced 
1,000 units of Commodity P 

Shipments dunng the month were made as follows 
850 units of Commodity N 
500 units of Commodity O 
400 units of Commoditv P 



Ch. 281 


COST ACCOUNTING — JOB ORDER 


527 


3. The Mercury Manufacturing Corporation prepared financial state- 
ments at the end of each month but closed its accounts on December 31. 
On November 30, 1950, the accounts in the general ledger and in the 
factory ledger showed the following balances: 

General Ledger 

$ 29,000 

17.000 

$ 25,000 

15.000 

88.000 

71.000 

11.000 



Factory Ledger 

$128,000 $128,000 

Raw Materials. 


$ 6,000 

Goods in Process 


4,500 

Finished Goods 


6,200 

Factory Overhead 


800 

Factory Payroll 


$ 500 

General Ledger 


17,000 

$ 17,500 $ 17,500 


Operations for the month of December were as follows: 

(a) All sales were for cash: 

Selling price 

Cost of goods sold 

(b) Cash disbursements: 

Factory payroll . . • 

Factory overhead expenses 

Operating expenses . 


Total . . 


(c) Withdrawals of raw materials: 

Chargeable to jobs . , 

(d) Factory labor: 

Chargeable to jobs 

Chargeable to factory overhead . ... 

(e) Cost of goods completed . . 

(f) Overhead rate applied to jobs, 70% of direct labor 

Instructions: (1) Set up accounts for a general ledger and a factory ledger, 
recording the balances as of December 1, 1950. Make provision for a profit 
and loss summary account to follow the surplus account. 

(2) Record the transactions and the adjusting data directly in the ac- 
counts (no journal entries reciuired). Compare account balances to the trial 
balances on the following page: 


$ 12,000 
8,000 

7.000 
2,500 

1.000 


$ 10,500 


. .$ 4,000 

6,000 

1,900 

12,000 


Cash . 

Factory Ledger 
Common Stock 
Surplus . . 

Sales .... 

Cost of Goods Sold 
Operating Expenses 
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Trial Bauinces, December 31, 1950 


General Ledger 


1 Factory Ledger 

Cash 

30,600 


Raw Materials 

2,000 

Factory Ledger 

18,500 


Goods in Process 

6,700 

Common Stock 


25,000 

Finished Goods 

10,200 

Surplus 


15,000 

Factor> Overhead 

1,000 

Sales 


100,000 

Factory Pa> roll 

1,400 

Cost of Goods Sold 

79,000 


General Ledger 

18,500 

Operating Expenses 

12,000 





140,000 

140,000 


19,900 19 900 


(3) Prepare a profit and loss statement and a balance sheet for the jear 
ended December 31, 1950 Underabsorbed overhead is to be added to Cost 
of Goods Sold 

(4) Record closing entnea directly in the ncconnta (no journal entnes 
required) In the factory ledger, close underabsorbed overhead to the general 
ledger account In the general ledger, charge Cost of Goods Sold with the 
underabsorbed overhead Balance and rule the accounts Compare account 
balances to the following trial balances 


Post-Closino Trial Balances, December 31, 1950 


General Ledger I 

[ Factory Ledger 

Cash 

30 500 1 

Raw Matenals 

2 000 

Factory Ledger 

17,500 

Goods in Process 

6,700 

Common Stock 

25 000 

Finished Goods 

10,200 

Surplus 

23,000 

Factory Payroll 

1.400 



General Ledger 

17,500 


45.009 48 000 


18.900 18,900 





CHAPTER XXIX 


PROCESS COSTS IN MANUFACTURING 
AND SELLING 


In the preceding chapta-, where the job order 
cost system was described, manufacturing 
cost elements were identified \rith the product directly. Material, 
labor, and overhead were applied directly to the imits comprising the 
job order. In this chapter the same cost elements vfill be identified 
first \rith a manufactming or selling process and only secondarily vdth 
the product or the ser^dce. This indirect method of finding the cost 
of products and ser\fices is Imovm as process cost acco^inting. 

In many industries it is not possible to identify the raw materials 
vith specific job orders as they are converted into finished goods. 
In the manufactm-e of ink, paint, soap, paper, and other sinular prod- 
ucts, the raw materials processed form a homogeneous mass, which 
cannot be broken up into job orders. T^fiien an enterprise rendei-s a 
sei'\'ice, the elements of cost entering into the ser\dce are alike appli- 
cable to the whole volume of serrice rendered. In sucli cases the cost 
elements must first be identified vdth processes and then with the 
product of those processes. For example, the cost of a gallon of paint 
is the cost of the process di\dded by the nmnbei' of gallons turned out 
by the process. 

The items charged to the process account ai'e similar to the items 
charged to the goods in process account under the job order S3'stem. 
Thej’’ include the elements of cost: materials, labor, and overhead. A 
process account is illustrated below: 


Process A 


Materials 

4,000 

Units completed — 10,000. . . 

. 9,000 

Labor 

3,000 



Overhead 

2,000 

Cost per unit 59,000 




=90c 



9,000 

10,000 

9,000 


The finished goods of Process A may become the raw materials of 
Process B. 

As manufactiu’ing becomes more and more standardized and the 
miits of output, day after daj^, tend to be alike, the significance of job 
order costs disappears and greater utilitj’’ is found in knovfing the costs 
of processes from day to da3^ Such processes cliaracterize not only 
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manufactunng operations but selhng operations as well Retailing 
and wholesaling consist of a «:enes of processes, which taken together 
produce sales The cost of almost an> activity ma> be divided hy the 
units of output and a process cost per unit maj be obtained Process 
cost accounting is therefore more um\ersall> applicable than job 
order cost accounting It is the purpose of this chapter to descnbe 
proceas cost accounting in manufactunng and in other business fields 
as w ell 


JOB ORDER AND jjj order cost accounting the three ele- 

m^NG^JliwEtf ments of cost — matenals labor, and o\ er- 

head — are charged directly to job orders- 
All production consists of job orders and all costs ultimately are 
identified w^th some job As illustrated abov e m process cost account* 
mg the elements of cost are charged to processes and the cost of goods 
produced in a gi\en penod is obtained b\ dividing the cost of the 
process by the number of umts produced Since all goods produced by 
a process are like units, it is no longer useful to classify production 
into job orders Process costs gi\e a\erage costs 

If there were but one process in a factory, the cost accounting 
would be \ery simple The manufactunng cost elements would be 
charged to the single process account and the process unit cost would 
be determined by dmding the total b\ the number of units produced 
In the process account illustrated on page 529 the cost of the process 
$9 000 IS divided by the output 10 000 umts to obtain a cost per 
umt of 90 cents 


Ordinarily there are several processes m a factory It therefore 
becomes necessary to account for each process separately, just as it 
was necessary in the preceding chapter to account for each job order 
separately If there were as many processes as there were job orders 
it would be advisable to set up a separate process ledger similar to 
the cost ledger But since the number of processes is more limited 
process cost accounts commonly appear in the factory ledger, and there 
is no subsidiary process ledger 

Process costs result m averaging the costs of given operations as 
they apply to goods manufactured Job order costs difTerentiate the 
costs applicable to goods manufactured Job order systems involve 
more detail and gi\ e more specific information than process systems. 
Since process costs provnde only one cost figure for each cost penod 
they require much less detailed work. 

In a factory where a number of processes exist, it is customary to 
have additional dejxirtments that do not process the raw matenals 
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directly but assist the processing departments. For example, if proc- 
essing uses powei' machinery, the power to nm the machinery may be 
fm-nished by a power depai'tment. If the product involves chemical 
engineering, the formulas used may be controlled by a chemical 
engineering department. Such departments are Icnovm as seinnce 
departments. 

SERVICE DEPARTMENTS '\^^iere ser\nce departments exist, the factory 
AND PROCESS COSTS considered not as a unit but as a collection 
of departments. The serwce departments facilitate the processing 
departments in producing finished goods. They include such depart- 
ments as the factory office, the building depai'tment, the power plant, 
and the repair shop. 

The existence of the departments in a factory gives lise to addi- 
tional internal transactions. The ser\nces rendered by a serwce depart- 
ment result in internal transactions between that depai'tment and the 
processes that receive the benefit of the serrtces. In these internal 
transactions, as in those discussed in the prertous chapter, the basis 
of the amomit involved in the transaction is the cost of the sernce 
rendered. For example, if the total charges to the power department 
for the period of a month are $3,000 and this department prortdes 
power serrtce to two processes, the debits to the two processes vill be 
based on the $3,000, the cost of the serrtce rendered. If this depart- 
ment rendered 150,000 Idlowatt-hoiu's of serrtce, then the charge 
would be made at the rate of two cents a Idlowatt-hoiu'. If Process 
A v^ed 100,000 kw. horn's and Process B used 50,000 kw. horn's, the 
service department account and its charges to A and B would be as 
follows: 

Power Department 


Fuel 1.000 

Wages 600 

Depreciation lOO 

Maintenance -100 

Taxes -100 

Insurance 200 


To Process A, 
To Process B . 


3,000 


Process A 


Power 2,000 


Process B 
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In a departmentalized factorj, the sendee department costs are 
charged periodically to the proce^ accounts The period usually 
chosen is a month. At the end of the month the process accounts uiH 
include the total manufacturing expenses for the month. Each account 
will have been charged on some reasonable basis for all its costs, both 
direct and indirect. The account for Process B is shown below: 


10,000 units at 40c 

from Proc- 


10,000 units at $1 to Process 


ess A 


4.000 

C 

10,000 

Labor 

1,200 




0\erhead 

2,300 




SerMce Dept. 1 

1,500 




Semce Dept. 2 





(Pop.er) 

1,000 

6,000 





10,000 1 


10,000 


On the left-hand side of this account are sho^^l all the elements 
entering into Process B, mcludmg the material cost (the amount 
transferred from Process A;, the labor, the overhead, and the semce 
department costs chargeable to Proce^ B The total cost of procesang 
in Process B consists of 


Labor $1,200 

Overhead 2,800 

Ser%iee Dept. 1 2,500 

Service Dept 2 1,000 

Total processing cost $6,000 


This amount, $6,000, is called the processing cost. Since 10,000 
units ha\e been processed, the cost of a completed unit is $1, of whidi 
amoxmt 40 cents represents the material cost and 60 cents the processing 
c€st TTi.'s €£>st cf $1 per amt, ihe fezshpd goods cost in Process B, 
becomes the matenal cost in Process C. 

JOINT PRODUCTS The result of a process may be two or more 

products instead of one, ^ assumed in pre* 
\nous illustrations. In such a case it becomes necessarj’ to apportion 
among the resulting products the processing costs of the period. To 
accomplish this apportionment, some basis must be chosen. Two 
factors that commonly enter into this basis are (a) weight and (b) 
market price. For example, meats are bought by packers “on the hoof' 
at a price per pound. The finished px>ds, the \*arious cuts of meat 
sold by the packers, have \videl5' diTOrsified prices. It is asumed that 
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these prices are merged in the price paid “on the hoof.” Based on such 
assumption, the products resulting from tire process share in the total 
processing costs according to weight and price combined. The output 
in quantity of pounds is weighted by the market price of the finished 
goods. 

To illustrate, assume that Process A results in two products, X 
and Y. There are 4,000 units of X and 1,000 units of Y. The market 
price per unit of X is one half that of Y. If the total cost of the process 
was $1,200, the amounts assignable to X and Y would be determined 
as follows: 

JOINT PRODUCT COST ALLOCATION 



Actual 


Weighted 


Units 


Units 

Product X 

4,000 

xy 2 = 

2,000 

Product y 

1,000 

X 1 = 

1,000 

Total 

5,000 


3,000 


Cost per weighted unit = $1,200 -r- 3,000, or 40 cents 
Total cost for X, 2,000 X $.40 = $ SOO 
Total cost for Y, 1,000 X .40 = 400 

Total cost = $1,200 

The unit cost of Product X would be obtained by diriding $800 
by 4,000 units, or 20 cents per unit; and of product Y by diriding 
$400 by 1,000 units, or 40 cents pei' unit. 


BY-PRODUCTS If one of the products resulting from a process 

has little r^lue in relation to the other prod- 
uct, it is knorrm as a btj-prodnct. In this case, it is assumed that the 
cost of processing belongs to the main product. Yiiatever return 
tha-e may be from the sale of the by-product is a deduction from the 
total cost of the main product. The amoimt credited to the process 
account for the by-product should be tlie vet retmn from its sale. 

For example, if Process D resulted in two products, X and M, and 
the net return from M was only $50, that amoimt could be credited 
to tlie cost of producing Product X. The accoimt for Process D is 
shomi below. 


Raw Materials 

Labor 

Overhead 

Ser\dce Department 


Process D 


600 

100 

300 

200 

1,200 


Net Return from Product I^I . 50 

Cost of Product X 1,150 


1,200 
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In the production of flour, there are produced in the milling process 
\’arious kinds of feed. These are considered bj'-products, since they 
have such a small market value in comparison vrith the main product, 
flour. 

The output of a given process might include two or more main 
products in addition to the by-products In this case the di\'ision of 
the remaining balance among the mam products is accomplished in 
the same u-ay as described above under “Joint Products.” 


ILLUSTRATION OF The features of process cost accounting de- 
scribed and explained individually on the 
prexnous pages are now combined in a single 
illustration This illustration includes the relation of serxice depart- 
ment accounts to process accounts and the determination of unit 
process costs The accounts affected are arranged in a “flow chart” 
illustration similar to that used in Chapter XXVIII. This illustration 
IS found on page 537 and shows the movement of costs from left to 
nght. 

The AB Processing Company produces two commodities, A and 
B. l\Tien raw materials pass through Process 1, Products A and M 
result; when Product M is further processed m Process 2, Product B 
results. Product M represents an intermediate state m the production 
of Product B 

In addition to the two processing departments, there are three 
serxTce departments in the factorj*. These are utilized as follows by 
the processing departments. 

Process 1 Process 2 


Service Dept. X 75% 25% 

Service Dept Y 40% 60% 

Service Dept Z 50% 50% 


The trial balance of the factory ledger as of March 31, 1940, Is as 
follows: 

AB PROCESSING COMPANY 
Trial Balance of Factory Ledger 


March 31. 1949 


Rav. Materials (500 units at $2 80) 
Product A (250 units at $2) 
Product B (100 units at $10) 
Supplies 
Payroll 

General Ledger 


1,400 

500 

1 . 000 , 

200 ! 


450 

2.650 


3,100 


3.100 
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The follo^^^ng is a summary of the opera tions during April: 

a. Raw materials purchased by the general office for the factory: 1,700 
units at $3, $5,100. 

b. Raw materials requisitioned for use in Process 1; 2,000 units. 

c. Supplies purchased by the general office for the factory: $600. 

d. Factory charges for labor: $5,900. 

Process 1, $2,900 Service Dept. X. $400 

Process 2, 1,600 Serrice Dept. Y, 700 

Ser^’ice Dept. Z, 300 

e. Depreciation, taxes, and repairs charged to the factory by the general 
office, $3,500, were apportioned as follows: 

Process 1, $ 9S0 Service Dept. X. $950 

Process 2, 470 Serxdce Dept. Y, 300 

Serrice Dept. Z, SOO 

f. Supplies requisitioned for use in the factory, $400, were distributed 
as follows: 

Process 1, $ 170 Serrice Dept. X, $ 50 

Process 2, SO Ser\dce Dept. Z, 100 

g. Factory pay checks received from the general office: $5,800. 

h. Service department overhead accounts were distributed to the process 
accounts on the basis of utilization by the processing departments. 

i. The 2,000 units of raw material placed in Process 1 were completed, 
producing 500 units of Product A (a by-product) and 1,500 units of 
Product I\I, which entered Process 2. 

j. Product JI, after going through Process 2, became 1.500 units of Prod- 
uct B, 

k. The general office was charged nith the goods shipped during the period: 

Product A, 500 units (by-product) 

Product B, 900 units 


The jounial entries to record this information were as follows: 


(a) 

Raw Materiids 

General Ledger 

To charge the raw materials account with the ma- 
terials purchased by the general office during April 
(1,700 units at $3). 

(b) 

Process 1 

Raw hlaterials 

To charge Process 1 with 2,000 units of raw ma- 
terials put into production. 

500 units at $2.80 $1,400 

1,500 units at $3 . 00 4,500 


5,100 

5,100 


5,900 

5,900 


$5,900 
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(c) 

Supplies 600 

General Ledger 600 

To record the supplies purchased for the factorj 
b> the general office 

(d) 

Process 1 2,900 

Process 2 J,600 

Ser^^ce Dept X 400 

Ser\nce Dept \ TOO 

Ser\nce Dept. Z 300 

PajToll 5 900 

To charge the tv, o processes and the three sernce 
departments for labor costs 

(e) 

Process 1 980 

Process 2 470 

SerMCe Dept X 950 

Ser^nce Dept Y 300 

Service Dept Z 800 

General Ledger 3,600 

To charge the two processes and the three service 
departmenta with, deprcdaUon, taxes and repairs 

(0 

Process 1 170 

Process 2 80 

Service Dept X 50 

Service Dept Z 100 

Supplies 400 

To record the supplies requisitioned for use in the 
factor> during April 

(C) 

Pa>roll 5,800 

General Ledger 5 800 

To credit the genera! office for pay checks receiv ed 

(h) 

Process 1 2,050 

Process 2 1,550 

Service Dept X 1.400 

Service Dept Y 1,000 

Service Dept Z 1,200 


To distnbute the balances of the service depart- 
ment accounts to the process accounts on the basis 
of utilization b> the processing departments 




Process 1 

Process 2 

Service Dept 

X 

1,050 

350 

Service Dept 

Y 

400 

600 

Service Dept 

Z 

600 

600 



2,050 

1,550 
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Flow of Costs Through Factory Ledger Accounts, Showing Determination of Unit Process Costs 
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(I) 

Product A 
Process 1 

To credit Process 1 at net market \ alue of $2 a 
unit for 500 units of B>-product A 


1,000 


1,000 


(0 

Process 2 
Process 1 

To transfer to Process 2 the 1,500 units of Product 
M at the net cost after deducting b> -product 
credit 

(J) 

Product B 
Process 2 

To record the cost of 1 500 units of Product B 
completed in Process 2 

(k) 

General Ledger 
Product A 
Product B 

To record the cost of goods shipped to the mam 
office during April as follows 
Product A 

600 units at $2 $1,000 

Product B 

100 units at $10 $1,000 

800 units at $9 80 7.840 8,840 


11,000 

11,000 


14,700 

14,700 


9,840 


1,000 

8,840 


A trial balance of the factory ledger accounts, showTi in the flo^ 
chart on page 537, is as follows 


AB PROCESSING COMPANY 
Tkial BALA^CE OP Factory Ledger 


April 30. 1949 


Raw Materials (200 at $3) 
Product A (250 at $2) 
Product B (700 at $9 80) 
Supplies 
PajToll 

General Ledger 


600 

500 

6.660 

4001 

! 550 

7.810 


8,360 8.360 


INVENTORIES OF 
PARTIALLY PROC- 
ESSED MATERIALS 


In the preceding illustration it was assumed 
that the goods w ere completely processed at 
the end of the accounting period. In such 
cases the; determination of unit costs is a simple problem in division 
Frequently, however, materials in process do exist at the end of the 
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period, and not all of the chai'ges to the process account sliould be in- 
cluded in the cost of the finished units. A portion of the chai-ges to the 
process belongs to the partly processed materials. 

When a portion of the materials is only partially processed at the 
end of a cost period, it is necessary to di^^de the total processing costs 
between the finished goods and those partially finished. This involves 
calculation of (a) the number of equirahni unils processed and (b) 
the cost of processing an equi\mlent imit in that month. To illustrate 
the calculation of equi^mlent imits processed, assume a beginning 
inventory of 1,500 units Is processed, the addition of 8,500 imits 
during the month, and at the end of the montli 7,000 imits completed 
and 3,000 } o processed. 

To complete the processing of the beginning inventory of 1,500 
imits would require 1,000 equiimlent units ; of the 8,500 new imits of 
raw mateiials added this month, 5,500 were completely processed, 
requiring 5,500 equhmlent imits, and 3,000 were ' 2 processed, requiring 
1,500 equiimlent units. This is tabulated below'- 

Begmning Inventory. . 1,500 units X rs = l.OOO 

New Raw l\Iaterials. . . 5,500 units XI = 5,500 

New Raw Materials, . 3,000 units X = 1.500 

10,000 units S,000 equivalent units 

If the labor, overhead, and applied service depai-tment expenses 
totaled $4,800, the processing cost per equiimlent luiit would be 60 
cents. It should be noted that processing cost, as used here, does not 
include matei'ials; it includes those cost items applied to materials. 
If we assume that the beginning inventory of 1.500 units }s processed 
cost $975 and that the new materials added diuing the month cost 
$3,400, the process account would be as follows; 


Process 


Inventory 1,500 at .65. 


975 

Completed 7.000 consisting of 


Materials S,500 at .40 . 


3.400 

1,500 at 1.65 + 3 X. 60)1... 

1,575 

Labor 

2,000 


5,500 at {,40-!-. 601 

5 . 0 UU 

Overhead 

1,600 



7,075 

Service A 

400 


7,000 total cost 

SerNice B 

SOO 

4.S00 

9,175 

Inventorv 3,000 K’ completed 
3,000 at 1.40 -!-(}^X. 60)1. . 

2,100 

9,175 


The process account sliomi above is for one cost peiiod. The 
beginning inventory contains material costs and equiiulent unit 
processing costs for the premoi^ pei'iod. Since these units ai*e finished 
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first, they ^vllI contain processing costs made up >5 Jit the pre\ioi^ 
period’s rate and at the current rate. The ending inventorj* vril] 
contain processing costs H at thfe period's rate and H at the rate of 
the next penod. 

*1116 preceding illustration shows the emphasis that is placed on 
each accounting period’s processing. The processing costs for this 
period are kept distinct from the processing costs of the preceding 
period. The materials costs of the new period are also kept separate. 
The production of each penod is treated in the accounts as if it were 
processed separately. 

The usual cost penod is one month in length, but it is possible to 
have shorter penods, as a week, a day, or even an hour. The length 
of the period depends upon the situation in each processing department. 

PROCESS COST At the beginning of the chapter it was stated 

seuincT^^^ that retailing and wholesaling consist of a 

series of processes that taken together produce 
sales These processes of dbtribution are sometimes called Ju netioTis oj 
distribution. One writer on the subject includes two functions or 
processes: (1) demand creation and (2) physical supply; still another, 
four processes: (1) advertising, (2) selling, (3) delivering, and (4) 
collecting. W’hatever the analysis, each process or function involves 
expense items, the sum of which gives the cost of that function. 

Assume for purpose of illustration that selling consists of two proc* 
esses, (a) advertising and (b) personal selling. If in a given period the 
advertising costs are $200,00(>and thepersonal selling costs are $1,300,000 
for 100,000 units, the analj'sis of selling processes may be expressed 
as follows 

Advertising $ 200,000 - 100,000 =» $ 2 per unit 

Persona! selling 1,300.000 - 100,000 « 13 per unit 

Total ?1,500,000 -*• 100,000 = 51S per unit 

If the advertising is tripled, tvith a resulting decrease in personal 
selling of $300,000 and an increase in units sold of GO per cent, an 
analj’sis of unit selling process costs would show; 

Advertising S 600,000 - 160.000 =$ 3.75 per unit 

Personal selling 1,000,000 — 160,000 == 6 25 per unit 

Total $1,600,000 - 160,000 = $10 00 per unit 

It is important for the management of any mercantile badness to 
know what proportions of the various functions produce the sale of a 
unit of a prMuct at the least cost 
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The services rendered by mercantile stores may well be accounted 
for separately. A knowledge of these costs from period to period wll 
assist management in meeting its many and varied problems. For 
example, delivery service, if rendered, may be purchased from parcel 
delivery companies or provided by the store’s own trucks. A knowledge 
of relative costs will assist in the determination of the better policy. 
Wliile cost is not the only factor in such a choice, it is nevertheless an 
important factor and should not be omitted. 

It has been said that it costs more to sell the world’s goods than to 
produce them. Efforts are constantly being made to reduce the price 
margin between the producer and the consumer. If services are made 
available to the consumer that he does not need or wish, the margin 
may be narrowed by the elimination of such service costs. Thus, 
today, the margin on foodstuffs has been reduced through the elimina- 
tion of delivery and credit costs and the use of self-service. Careful 
studies of the costs of mercantile processes should point the way toward 
a more efficient system of distribution. 


PROCESS COST Other fields of business have use for Icnowl- 

edge of process costs. In railroad transpoida- 
tion, it IS common practice to calculate, for 
freight services, the cost per ton-mile; for passenger service, the cost 
per passenger-mile. In motor truck operation, calculations are made 
periodically to determine the cost per mile and the cost per ton-mile. 
In banks, costs are assembled and unit cost prices are determined in 
order to learn the relative profitableness of various depositors’ accounts. 

Outside the field of business, increasing use is being made of the 
principles of process costs. In educational institutions the cost per 
student and the cost per student-horn* are found from period to period. 
In hospitals the cost per patient and the cost per patient-day have 
administrative uses. In all types of institutions cost studies are helpful 
to those responsible for the institutional policies. 

The costs of services rendered by government are also receiving 
consideration. Much of the effort of experts in municipal accoimting 
is pointed toward the discovery of various municipal costs. For 
example, taxpayers ar*e interested in knoving how the cost of fii’e 
protection or the cost of police protection in their cities compares 
with similar costs in other cities. 


PROCESS COSTS AND Some cost is attached to every business 
BUSINESS OPERATIONS operation. To loiow the amount of this cost 
is to increase the intelligence applied to business activities. 
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Cost accounting goes bejond the first, or onginal, expense The 
cost of coal Itself ma\ not bo so important as the cost of heating o- 
the cost of horse power The fact that deluerj expenses m general 
ha\e decreased from $3 000 to $2 500 ma> not be so significant as the 
fact that the cost per ton mile has increased from 10 cents to 12 cents. 
It is not the ongina! outla> that is so important but rather the use 
made of that onginal outlaj Such use is expressed in the costs obtained 
bj cost accounting 

QUESTIONS 

1 Is it possible to ha\e an> income-producing activitj m a business 
enterpn-iC without co=.ts being mvoKed’ W hat are the costs (a) of granting 
credit’ (b) of creating a demand for merchandise to be sold’ (c) of obtain 
mg the best semces from emplojoes’ 

2 (a) Does a business manager make an> expenditures or incur an\ 
obligations snthout the belief that income wall be alTected favorablj bj 
his doing so’ (b) \rc all such transactions traceable to income’ 

3 \\ould jou recommend a job order or a process co»t s>stem for (a) 
a pnnt shop’ (b) a flour mill’ (c) an oil refiner>’ (d) an iron foundry’ 

4 Process H produces two products How should the processing cost 
be allocated (a) if the products ha\e different market salues’ (b) if one 
of the products has sahage value onl>’ 

5 On March 1 Process 2 has a balance of $2 400 (a) W hat elements of 
cost are included in this balance’ (b> \\ ill an increase in raw matena} 
prices affect the unit cost of the completed product densed from this 
balance’ Explain 

6 A large department store occupying four floors and the basement of 
a building distnbutes its housing expenses on the basis of the floor space 
each occupies Can >ou suggest a more equitable basis for distnbution’ 

7 Distinguish between (a) a ph>sical m\entor> and a perpetual inven 
torj , (b) direct labor and indirect labor, (c) a job order cost sj stem and a 
process cost sjstem, (d) service department and process department 

8 If the rate of output remains the same, which will be more costly 
a $2 an hour operator with a ^50 machine or a 81 an hour operator with a 
$5,000 machine? Explain 

9 In a certain factory the cost of 100,000 units is $5 a unit, of 80 000 
units, $G a unit, of 00,000 units, $7 a unit, of 50,000 units, $7 50 a unit 
Assume that the estimated sales volume for the year 1949 is 50,000 urits 
A large corporation offers $4 a unit for 50 000 units to be delivered in 
1949 Would you advi«e the acceptance of this offer? 'Uhy’ 



Ch. £91 


PROCESS COSTS IN MANUFAaURiNG AND SELLING 


543 


10. The chai-ges to Process B during March were; raw materials, §1,250; 
labor, §600; ovei'head, $500. Tlmee products resulted: By-product X, 
1,000 units selling at 25 cents a unit; Product A, selling at $1.25 a unit; 
and Pi-oduct B, selling at 75 cents a unit. Diuing the month 600 units of 
A and 400 units of B wa'e produced. Set up the process account showing 
total costs of A and B. 

11. Complete the following process account: 


Process A 


1,500 units }4 completed. . . 

. 1,200 

4,000 units completed 

[Materials 3,000 at .50 

. . 1,500 

500 xmits lo completed 

Labor 

900 


Overhead 

. . 1,350 



Determme the cost of completed units and partially completed units. 


PROBLEMS 

1. The Nite-Day Plumbers sell a large line of household appliances. They 
also ser\’ice and repair household equipment. These products and sermces 
ai'e classified as tluee income-producing units: Stoves, Refrigerators, 
Washers, etc.. Department; Repaii' Shop; Small Appliances Depai-tment. 
The manager wishes to know costs per dollar-income of operating the thi'ee 
units. Opei'ating expenses that can be duectly identified with one of the 
income-producing units are charged to that unit. Other expenses are 
cliai'ged to Buildings and Grounds Expense and to General Expense; 
they ai*e then redisti'ibuted. 



Stoves, 

Refrig., 


SM.4.LL 




W.'iSKERS, 


Appli- 

Bldgs. 



ETC., 

REP.JlIR 

AXCES 

-\XD 



Dept. 

Shop 

Dept. 

Grounds 

General 

Buildings, cost 

Equipment, cost 

Annual expenses: 

$1,200 

$2,000 

$1,600 

1,240 

$20,000 

$400 

1.000 

Salaries 

6,800 

1.700 


Insurance and taxes. . 

40 

110 

50 

100 

24 

[Maintenance 

Parts used 

Advertising 


900 


610 

600 

Utilities and supplies. 
Depreciation: 





256 

Buildings 

Equipment 

10% 

10% 

10% 

6% 

10% 

Distribution of: 


1/5 


1/5 

2/5 

Electricitv, $450 

1/5 

1/3 

General Expense 

1/3 

1/3 
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Imlrudtont' (1) Prepare **T ' accounts for the throe Income-produane 
units and the two expense accounts shown abo^e Record the foregoing data. 
Redistribute the buildings and grounds expense and the general expen®e to 
the income-producing units The general expense is dmded equa]l> , the 
buildings and grounds expense, m proportion to the annual sales The annual 
sales for the three income-producing departments are Sto\es, Refrigerators, 
Washers, etc Department, $30,000, Repair Shop, $12,000, Small Appliances 
Department, $6,000 

(2) Compute operating cost per dollar-tncome for each of the three units 
2 The Sinclair Sales Company maintains its records so that cost anal} liies 
can be made of its three selling functions, which are then expressed as 
co-its per unit sold Costs not direct!} allocable to the three functions 
are charged to two sen tee departments, which are utilized b} the three 
functions as follows 

Seumce Dept A Service Dept B 
Function 1 60% 50% 

Function 2 10% 25% 

Function 3 30^c 25% 

During the year the following transactions applicable to these throe 
functions and the two service departments were 


(a) 

Salaries 






Function 1 

$11,000 

Service Dept. A 

$ 8,800 


Function 2 

49,800 

Service Dept 

B 

10,200 


Function 3 

6,800 




(b) 

Supplies used 






Function I 

$ 1,000 

Service Dept 

A 

$ 1,800 


Function 2 

2 500 

Service Dept 

B 

1,100 


Function 3 

1,300 




(0 

Depreciation 






Function 3 

$ 2,000 

Service Dept 

A 

$ 9.200 




Service Dept 

B 

1.500 

(d) 

Taxes 






Function 3 

$ 200 

Service Dept 

A 

$ 1,000 




Service Dept 

B 

150 

(e) 

Insurance expired 






Function 2 

$ 700 

Service Dept 

A 

$ 1,600 


Function 3 

550 

Service Dept 

B 

1,050 

(0 

Repairs 






Function 3 

$ 150 

Service Dept. 

A 

$ 1 200 




Service Dept 

B 

800 


(g) Heat, light, and power bills are chargeable to Servnee Dept A. $6,100 

(h) Miscellaneous general expenses are chargeable to Semce Dept B 


$5,200 

(1) Function 2 should be charged with traveling expenses of $9,000 
Jnstructiong (1) Post the foregoing information to the required function 

and Bcrvnce department accounts 

(2) Post the proper distribution of service department costs to the three 
functions, close the service department accounts 

(3) Compute unit costs for each of the three functions, assuming the sale 
of 100,000 units 
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3. The trial balance of the factory ledger of the Household Preparations, 
Inc., was as follows on May 31, 1950: 


Eaw Material — 3,000 lbs $ 9,000 

Preparation 25 — 600 lbs. (finished product) 7,’800 

Preparation 27 — 200 lbs. (finished product) 4,500 

Factory Supplies 220 

Payroll $ 430 

General Ledger 21,090 


$21,520 $21,520 


No prepai’ations were in process on May 31. Preparation 25 is the prod- 
uct of refining raw material in Processes A and B. Prepai-ation 27 is pro- 
duced when Prepai'ation 25 is further refined in Process C. The company 
has a selling market for both preparations. 

The products are subject to considerable weight loss in all three 
processes; costs are therefore determined by dividing the accumulated 
costs by the number of pounds produced in each process. 

The operations for June were: 

(a) Transactions vith the general office: 

Purchased 4,000 lbs. of raw material at $3.50 per pound, $14,000. 
Purchased factory supplies, $1,030. 

Factory pajToll, $14,680. 

Expenses charged to the factory, $1,700, apportioned as follows: 
Se^^fice Department, $950. 

General Factory Expense, $750. 

(b) Supplies used: Serwce Department, $450; General Factory Expenses, 
$350. 

(c) Payroll of $14,600, chargeable to Process A, $2,200; Process B, $5,500; 
Process C, $4,000; Service Department, $1,600; General Factory 
Expense, $1,300. 

(d) Ser^^ce Department distributed to Process A, 50%; Process B, 30%; 
Process C, 20% 

(e) General factory expenses are distributed equally to the three processes. 

(f) Placed 2,500 lbs. of raw material into Process A where a loss of 500 
lbs. took place. 

(g) The 2,000 lbs. produced in Process A were placed into Process B, from 
which 1,600 lbs. of Preparation 25 were produced and placed in stock. 

(h) Placed into Process C the 600 lbs. of Preparation 25 on hand June 1 
and 400 lbs. of the current month’s production, from which 900 lbs. 
of Preparation 27 were produced. 

(i) Finished products shipped to customers: 

Preparation 25 — 1,000 lbs. (current month’s production). 
Preparation 27 — 600 lbs. (first-in, first-out). 

Ivsinictwns: (1) Open accounts for Raw Material, Process A, Process B, 
Process C, Preparation 25, Preparation 27, Factory Supplies, PajToll, Ser%-ice 
Department, General Factory Expense, and General Ledger. 
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(2) Record the beginriing balances and the foregoing operations for June 
directlj m the accounts (no journal entries are required) Record the transac- 
tions in the order given and make memoranda of quantities and pnces per 
pound 

(3) Balance and rule the accounts and take a trial balance of the factor> 
ledger 

4. The Temple Manufactunng Company produces Product X by a con- 
tinuous processing procedure On December 31, 1950, the process account 
appeared as follows 

pROcrss A 

Materials (10,000 at 50(f) 5,000 

Labor 2,000 

Overhead 2,800 

0,800 


By this date 7,000 units of Product X had been completed and 3,000 
units remamod m process The latter were estimated to bo M completed 

In January the following internal transactions were completed 

(a) 10,000 additional units of raw materials were put into production at 
50 cents 

(b) Labor costs for the month were $3,800 

(c) Overhead amounted to $5,400 

(d) The 3,000 units in process on December 31 were completed during 
the month, as well as 8,000 of the 10,000 which were put m procets 
during the month, the remainder were completed on January 31, 
1951 

Inrlruelions (I) Complete the process account as of December 31 

(2) Enter the foregoing transactions of January m the account and com- 
plete the process 



CHAPTER XXX 

BUDGETS 


ACCOUNTING FOR 
ESTIMATED FUTURE 
TRANSACTIONS 


In pre^^ous cliaptei-s tlie accountant has been 
considered a historian who deals ^^ith the 
effects of past transactions. He has been 


primarily concerned wth the recording and summarizing of actual 


happening's. His accounting has had nothing to do ^^•ith the plans of 


management imtil those plans were crj'stallized into actual business 


transactions. 


Business transactions are normally planned by the executives of 
an entei'prise. Before any sales ai-e made, the sales manager estimates 
their volume. Before any goods are produced, tlie factory manager 
schedules their production. Before any funds are raised by bank loan 
or bond issue, the method of the i^aising exists in the mind of the 
treasurei'. These estimated future transactions, planned by manage- 
ment, precede the actual transactions that are recorded in tlie accoimt- 
ing system. 

It is adusable to measure in accoimting terms tlie financial effect 
of tliese plans of managenient. Because of his expeidence in measiuing 
the financial effect of actual transactions, the accoimtant is best 
qualified to dead vith these estimated future transactions. He assembles 
these plans for futiu'e ti'ansactions into an estimated profit and loss 
statement and an estimated balance sheet. He reports the effect of 
the co-ordinated plans before any action takes place. This preliminary 
report puts the plans dovm in black and white for permanent reference’ 

This dealing vith estimated future transactions is called hudgctiug. 
If the plans deal with all the transactions of the ensuing period, they 
are laiovm as a master hidgct. If they deal only vith transactions 
affecting cash, they are called a cash budget. If they involve only 
income and expense transactions, they are called an operating budget. 
The master budget, which includes all of the data found in the casli 
budget and tlie operating budget, vill form the principal subject 
matter of this chapter. 


THE BUDGET PERIOD jn accounting projected into the future, as 

well as in accounting dealing with the past, 
n fiscal peiiod must be set up. The period to be covered by planning 
oi'dinai-ily equals the period covered by reports of the past. Hence it 
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happens that the most commonlj used budget penod is the j ear Just 
as the accounting jear is broken down into quarters or months so is 
the budget }ear diMded into shorter inter\-als The annual budget 
vnth a ‘ breakdo^Mi” into months is the type of budget commonlj 
found The planmng of the nett jcar's operations is the pre\*ailing 
budget procedure 

In some planmng the budget penod is longer than a j ear If the 
plans in\ol\e the purchase of fixed assets that wll last several jears 
and a corresponding permanent increase m output, the budget penod 
for such plans must necessanlj be longer Public utilities, such as the 
telephone companj, budget fne or ten jears ahead Automobile 
companies budget a jear at a time because of jearlj models olTered 
consumers 


PLANNING AND DOING In the development of scientific business 
MA^NAGEMENT management the separation of planning and 

doing has been a marked feature Complete 
plans are drawn up before actual operations are begun The proposed 
course of action is first put down on paper and approved b> all of the 
executiv cs concerned 


This planning inevntably involves future transactions The sales 
manager plans to increase sales To provide the goods to be sold the 
factory superintendent plans to expand the plant and to increase 
emplojTnent The financial officer plans to extend additional credit 
and to seek new sources of capital All of these plans anticipate the 
actual transactions of the new period 

If these planned transactions are organized in accounts and set up 
in a balance sheet and a profit and lo^ statement, a more complete 
picture is afforded of the combined effect of the plans on the busmens 
The cost of expanded operations may be so large that net profit is 
reduced In such a case contraction rather than expansion maj be 
more desirable The net effect of all the proposed activities should be 
carefullj considered by the management before such plans are put into 
action 

In budgeting, planned transactions are accounted for bj journal 
entnes or bj entnes made directlj in ‘ T accounts For example, if 
new machinery costing $100 000 must be purchased to provide for a 
proposed expansion m sales it maj be neccssarj to issue bonds in 
order to provide the funds. Assuming the issue of $100,000 of C o 
bonds m this case, the effect of the propo^ transactions is illustrated 
below m “T ' accounts. 
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(a) 

100,000 

(b) 

100,000 


^Machinery 


(b) 

100,000 



Reserve for Depr. on ^Machinery 


(c) 10,000 


6,000 

Bonds Payable 

~(a) 100,000 

Profit and Loss Summary 

(c) Depr. on 
Machinery 10,000 

(d) Interest on 
Bonds 6.000 


The estimated transactions (a) to (d) shown above illustrate the 
effect of this proposal on assets. liabilities, and expenses. Wlien 
applied to the beginning account balances, these transactions, com- 
bined vith all of the other planned transactions, vill protide an 
estimated balance sheet at the end of the yeai' and an estimated profit 
and loss statement for the year. The portrat'al of budgeted tiansactions 
on accounting statements is an important part of the budget progiam. 

If the resulting statements appear favorable and desirable, the 
planned operations should be distributed among the months of the 
new yeai'. Actual tiansactions month bj* month should be compai-ed 
with the estimated transactions. This comparison of real tiansactions 
vith estimated tiansactions peiiod by peiiod is one of the ^aluable 
featiu'es of budgeting. 


ESSENTIALS OF The procediu’e by which budgetaiy conti-ol 

BUDGETARY CONTROL Qjj^^ned must, of necessity, vaiy from 

business to business. Earely can any t^vo enterprises follow exactly 
the same procedure. In all cases, however, the essential featm-es of 
budgetaiy contial include (1) depai'tmental estimates, (2) co-ordina- 
tion of estimates, and (3) budget reports. 

1. Departmental Estimates. Each depai'tment should prepaia an 
estimate of its acti^■ities for the budget period. The method of stating 
these actiAuties depends on the natui'e of the operations of the depart- 
ment. The sales depaidment should usually show its estimated sales 
in both volume and A-alue. and it should also show its estimates of 
the cost of making these sales. The production department should 
state the volume of production that it plans for the peiiod and the 
amount of materials, labor, and manufactming expenses that it 
estimates vill be necessai'y to cany out this program. The pui'chasing 
depai'tment, the office manager’s depai'tment. and similar depai'tments 
sliould mdicate their estimated expenditui'es for the pei'iod. Finally, 
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the financial department, using all the other estimates as a basis 
should estimate the cash receipts and the cash disbursements for the 
period 

Accurate estimates of future operations are admittedl> difficult to 
prepare Ne%ertheless plans must be made for the future, and the 
more difficult it is to plan, the more urgent it is that plans bo made 
Even though the departmental estimates are not entirely accurate, 
the> are better than no estimates at all There must be some chart fo*- 
the future e\en if it is m rough outline 

2 Co-ordinalton of Estimates Because of the interdependence of 
business departments some departments wll need the estimates of 
other departments in making their oum estimates The sales pro- 
duction and finance departments must work on the same fundamental 
plan Thej must agree on the quantity and kinds of goods to be 
produced and sold 

The budget committee, consisting of the departmental heads, con- 
siders the proposed budget and makes such revisions as it thinks 
advisable The members are given an opportunit> to defend their 
onginal estimates Finally the completed budget as revised is ap- 
proved bj the committee 

3 Budget Reports Penodic reports companng the estimated and 
the actual performance for the penod should be made These penodic 
reports are usuall> for one months operations In order to make 
possible the monthly reports the budgeted annual figures should be 
set up bj months These month!} budgeted figures ma> then be 
compared with the actual figures as shown m the illustration on the 
opposite page 

BUDGETARY CONTROL All business firms practice budgetary control 
NOT A NEW IDEA ^ greater or less degree, although man> of 

them do not realize the fact A\lion rates of depreciation are establijhed 
on fixed assets a budget on the life of thc'.e assets is made, when 
standard dividend rates are approved by the board of directors, a 
budget on the earning capacit> of the orgamzation is established, when 
the salanes of emploj cos are agreed upon, a budget on the earning 
capacity of the cmplojccs is made All these budgets arc changed from 
time to time as expencnce shows the need for correction in the onginal 
estimates 

It may be found that the assets are depreciating more rapid!} 
than was onginall} estimated, that the earning capacity of the business 
IS greater or less than was onginall} believed, that the cmplo}CC3 are 



Ch. 30] 


BUDGETS 


551 


HARRISON TRADING COMPANY 
Budget Report 

For the Month Ended March 31, 1950 


Income from Sales 

Cost of Goods Sold: 

Mdse. Inventory, Mar. 1, 1950 
Purchases 

Mdse. Available for Sale .... 
Less Mdse. Inv., Mar. 31, 1950 

Cost of Goods Sold 

Gross Profit on Sales 

Operating Expenses: 

Selling Expenses: 

Sales Salaries 

Advertising 

Depr. of Store Equipment 
Store Supplies Used . . 

Misc. Selling Expenses . 

Total Selling Expenses . . 

General Expenses: 

Office Salaries 

Rent 

Depr. of Office Equipment . 
Loss from Bad Debts . . . 
Misc. General Expenses 

Total General Expenses. 

Total Operating Expenses ... 

Net Profit from Operations ... . 

Other Income: 

Purchases Discount 

Other Expenses: 

Sales Discount 

Interest Expense 

Total Other Expenses 

Net Deduction 

Net Profit for March 


Actual 

Budget 

Increase 

This 

This 

OR 

Month 

Month 

Decrease* 

35,000 

30,000 

5,000 

40,000 

38,000 

2,000 

25,000 

26,000 

1,000* 

65,000 

64,000 

1,000 

45,000 

48,000 

3,000* 

20,000 

16,000 

4,000 

15,000 

14,000 

1,000 

2,100 

2,000 

100 

1,000 

800 

200 

500 

500 


800 

700 

100 

1,200 

1,100 

100 

6,600 

5,100 

500 

1,200 

1,200 


1,500 

1,500 


400 

400 

» « • 

500 

500 

• . • 

1,400 

1,200 

200 

5,000 

4,800 

200 

10,600 

9,900 

700 

4,400 

4,100 

300 

600 

700 

100* 

400 

400 


500 

500 


900 

900 


300 

200 


4,100 

3,900 

200 
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more or less enicient than Tvas ongjnallj suppo'-ed In the same 
manner estimates of sales, production finances, and expense •should 
be made in the light of the be&t information a\ailable, and the^e 
estimate* should be changed whenever more complete or more accurate 
information so dictates 

PROCEDURE FOR The master budget is usuall> the product of 

MASTER BUDGET budg^?t Committee It co-ordinate* the 

departmental budgets and organizes them into a single budget for the 
business as a \\ hole In the master budget are found all of the estimated 
transactions for the coming \ear ^\'hen these transactions are ac- 
counted for, the estimated finanml position at the end of the coming 
jear together wth the estimated financial progress dunng the >ear, 
\\all be a^alIable It is the lunction of the accountant to express the 
effect of the budgeted transactions m these ttt o reports 

In the construction of these reports the profit and lo*s statement 
and the balance sheet of the past \car are used The amounts of 
proposed activities are expressed as fractional parts or percentages of 
the amounts for the > ear just past because of his know ledge of the^ 
past statements and his abilitj to account for transactions the ac 
countant is peculiarly fitted to serve the budget committee in the 
preparation of the accounting statements in the master budget 

The estimated sales for the new >ear is the logical beginning point 
and perhaps the most sigmficant figure m the budget plans aside from 
net profit If the business outlook is unfav orable, the sales manager 
ma> estimate a 2 o per cent decline in sales unless prices arc lowered, 
he ma>, however believe that with a decrease of about 10 % in the 
selling price he can sell as man> units as m the previous 5 car If «ale 3 
consist of tw 0 or more t>’pos each t}^^ must be calculated "separate]) 
Assume that sales in 1949 consisted of 10 000 units of A at $30 and 
20 000 units of B at $15 with total sales of $GO0 000 If pnees are 
maintained but the number of units sold declines 23 per cent, the 
estimated sales will be $-150 000 If, however, A units are reduced in 
pneo to $27 50 and B units to $12 30 and if the v olume of units sold is 
maintained the estimated sales will be $325 000 

At the budget meeting it will be ncce*sarj to determine whether 
it IS better to maintain pnees but to lose in number of units sold ard 
sales m dollars ($150 000 ), or to lower pnees but to maintain unit 
sales and thu* have a better showing in total sales ($323 (XK)) As 
explained in prevaous chapters, certain expenses arc fixed and will not 
go down ev en though the number of units sold declines Othc’’ expanses 
are vanable and move up and down with the quantity sold. B> listing 
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the operating expenses under each plan, it is possible to determine 
which plan will produce the gi'eater net profit. 

If, in place of contraction, the outlook promises increased volume 
and the sales manager estimates an inci-ease of 25 per cent at the 
existing prices, the effect of such increase in output on production 
policies and costs must be considered. The increased volume in sales 
may make ad-\dsable the installation of new machinery that would 
reduce labor costs. The payment for the new machinery may require 
that additional stock be sold or that bonds be issued. It may require 
expansion of sales force and increased advertising appropriation. 


ACCOUNTING FOR THE Thg balances, as indicated by the last balance 
MASTER BUDGET PLANS should be set up in “f” accounts. The 

transactions incident to the proposed budget are then entered in these 
aceouTits. Since tlic master budget ordinarily includes the ending 
inventories, the estimated depreciation, and loss from bad debts, the 
trial balance prepared from the “T” accounts is an adjusted trial 
balance. It therefore pro\ddes, unthout need for adjustment, the 
amoimts for the two estimated statements. 

It may seem odd to prepare in January a profit and loss statement 
for the year ending in the follouang December and a balance sheet for 
a date almost a year hence. But to do this sets up a pattern with 
whidi actual transactions may be compared. It also co-ordinates in 
the financial statements the proposed actions for the coming year. 

In order to carry out the comparison month by month, it is neces- 
sary, as stated before, to break doum the annual budget into twelve 
monthly budgets. This breakdoum makes possible monthly compari- 
sons similar to that illustrated on page 551. 


ILLUSTRATION OF The profit and loss statement for the year 
^ ended December 31, 1949, and the balance 
sheet as of December 31, 1949, for the Borden 
Mercantile Company are given on pages 554 and 555. In addition, 
there are given tlie budgeted transactions for tlie year 1950, as planned 
at the final meeting of the budget committee. The accountant is 
asked to show the effect of tlie budgeted ti-ansactions on the financial 
position of the company, togetlier with a budget of operations. The 
“T ’’accounts on pages 556 and 557 record the budgeted transactions 
und show what the results, as budgeted, would be. In order to save 
space, all budgeted profit and loss statement items are entei’ed directly 
in the profit and loss smmnaiy account. 



554 


ACCOUNTING PRINOPLES 


IOl 33 


Profit and loss statement for the preceding year: 


BORDEN MERCANTILE COMPANY 
PPOFIT AND Loss STATEMCNT 
For Year Ended DecOtber 31, 1949 


Sales 

Cost of Goods Sold 

Merchandise In\ entorj , Jan 1,1949 
Purchases 

Merchandj<5e A\ailable for Sale 
Merchandise In\entor>, Dec 31, 1949 

Cost of Goods Sold 

Gross Profit on Sales 
Operating Expenses 
Selling Expense 
Sales Salanes 
Advertising 

Depreciation of Equipment 


30.000 

4.000 

5.000 


85,000 

247,000 


332,000 

87,000 


350,000 


245.000 

105.000 


Total Selling Expenses 
General Expcn«ea 
OfTicors Salanes 
Office Salanes 
Depreciation of Buildings 
Lo^ from Bad Debts 
Mtsc General Expense 


39,000 


15,000 
15 000 
5 000 
1,750 
5.000 


Total General Expenses 

Total Operating Expenses 

Net Profit from Operations 
Other Income 

Purchases Di«icount 
Other Expense 
Interest Expense 



4.940 


3 000 


80,750 

24.250 


Not Addition 


I 1.910 


Total Net Profit befo’e Pro\ ision for Federal 
Income Tax 

Less Provision for Federal Income Tax 

Net Profit after Provision for Federal In- 
come Tax I 


10,476 

15714 
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Balance sheet at the end of the preceding year: 


BORDEN MERCANTILE COMPANY 


Balance Sheet 
December 31, 1949 


Assets 

Current Assets: 

Cash 

Accounts Receivable 45,000 

Less Reserve for Bad Debts . . . 2,200 


23,000 

42,800 


Merchandise Inventory 


Total Current Assets 

Fixed Assets: 

Equipment 50,000 

Less Reserve for Depr 25,000 


87,000 


25,000 


152,800 


Buildings 100,000 

Less Reserve for Depr 25,000 


Land 

Total Fixed Assets 
Tot-al Assets 


75.000 

30.000 


130,000 

282,800 


Liabilities 
Current Liabilities: 

Accounts Payable 62,000 

Federal Income Tax Payable 10,476 


Total Current Liabilities 

Fixed Liabilities: 

INIortgage Payable 

Total Liabilities 


72,476 


50,000 


122,476 


Proprietorship 

Common Stock 

Surplus 


120,000 

40,324 


Total Proprietorship 


160,324 


Total Liabilities and Proprietorship 


282,800 
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Summary oj estimated Iransactiojis for the budget year: 


(a) It IS estimated that sales uill increase but that this increase can be 
accomplished tnthout anj change m the % alue of the in% entorj 

(b) Sales all of sihich T.iil be irade on account, Tinll increase 40^ n 
\olume tilth a 6% reduction in pnce 

(c) Purchases, all of tihich will be made on account, will increase 40^ 
in tolume with a 10*^ decrease m unit pnces 

(d) Sales salaries must be increased 30% to take care of the increased 
sales 

(e) The amount to be spent for ad\erti«ing will be $4,800 

(f) To protide for increased sales, a $40,000 addition to the bulldinj 
must be made New equipment costing $10,000 will be needed 
These improiements are expected to be completed b> Apnl 1, 19j0 

(e) Federal income tax payable of $10,476 will be paid 

(h) Depreciation of equipment, 10% jearl> 

(0 The ofTicers’ aalanes will be raised $2 500 

0) OfBce salaries are estimated to be $16,500 

(k) Depreciation of building, 5% >earl> 

(l) Loss from bad debts, sales 

(m) Miscellaneous General Expense estimated same as for 1540 

(n) Purchases discount, 2% of purchases (to the nearest dollar) 

(o) Interest on mortgage 6% 

(p) In order to p3> for the addition to the building and the new equip- 
ment the compan> will issue 500 ten >ear, 6% bonds, $100 par, at 
the beginning of the >ear 

(q) Collections on account will ha\e been made bo that the balance of 
the accounts receuabte account will be $46 000 

(r) Pajments on account will ha\e been made bo that the balance of the 
accounts pajablo account will be $32,700 

(s) Proiision for Federal income tax, 40% of net profit for 1950 (to the 
nearest dollar) The balance of the profit and loss sumnarj account 
is closed into Surplus 

Estimated accounts for the budget year 


Cash 


Balance 

23,000 , 

(d) 

39,000 

(P) 

60 000 

(e) 

4 800 

(q) 

457,600 

(f) 

50,000 



(B) 

10,476 



(1) 

17,500 



0) 

16 500 



(m) 

5 000 



(0) 

3 000 



(P) 

2 500 



(r) 

334,296 


Accounts Rfceivable 


Balance 

45 000 

(q) 

457 609 

(b) 

460,600 




Reseri'e rop Bad Drirrs 

Balance 2.200 
fl) 2,301 
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Merchandise In\-entory 


Balance 

87,000 




Equipment 


Balance 

(f) 

50.000 

10.000 



Reser\'e for Defr. of Equipment 



Balance 

(h) 

25.000 

5,750 


Buildings 


Balance 

(1) 

100.000 
40,000 I 



Kfserve 

FOR Depr. of Buildings 



Balance 

(k) 

25,000 

6,500 


Land 


Balance 

30,000 i 
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Accounts Payable 


(n) 

(r) 

6,224 

334,296 

Balance 

(c) 

62,000 

311,220 

Federal Income Tan Pat 

‘ABLE 

(s) 

10,476 

Balance 

10,476 



(s) 

21,100 


^loRTGAGE Payable 




1 Balance 

50,000 


Bonds Pay.a.ble 




iP) 

50,000 


Common Stock 



1 

Balance 

120,000 


Surplus 



Balance 

is) 

40.324 

31,651 


Profit and Loss Summary 



311.220 

(bl Sales 460,600 

(dl Sales Salaries 

39,000 

tn) Purchases Discount .... 6,224 

(e) Advertising 

4,800 


(h) Depr. of Equipment . , . 

5.750 


(i) Officers' Salaries 

17.500 


(j) Office Salaries 

16.500 


(k) Depr. of Bnildintrs 

6.500 


(1) Loss from Bad Debts . , . 

2.303 


(m) Misc. General Exoense. 

5.000 


(o) Morniage Interest 

3.000 


(p) Bond Interest 

2.500 


(s) Fed. Income Tax Pav. . . 

21.100 


(s) To Surplus 

31.651 

i 


466.824 

' 466.824 


The accoiuitniit nuist use his best judgiueiit in determining just 
what the budgeted plans actually mean. Liteiul interpretations ha^-e 
been gi^'un to the preceding statements of esrimated transactions. The 
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purchases discounts are set up at 2% of Purchases rather than 2 % 
of the total debits to Accounts Paj-able The amount of goods pur- 
chased IS taken as 40% abo\e the purchases for 1949 rather than 40% 
abo%e cost of sales for 1949 The amounts used for depreciation 
include nine months’ depreciation on the new assets put mto use on 
Apn! 1, 1950 

From the ‘ T” accounts are prepared the estimated profit and los 
statement and the estimated balance sheet for 1950 shown on pages 
559 and 5G0 These statements show the financial effect of the budgeted 
transactions Thej indicate the goal that mil be reached if eier^ 
member m the orgamzation measures up to the plans laid doum m the 
budget 

ADVANTAGES OF The preparation of the budget the prcsen- 
BUDGETARY CONTROL penodic compansons, and the 

use of these accounting data b> executives and their assistants p^o^^de 
a more effective working orgamzation If budgets are to be prepared 
intelligent!} all those who are responsible for the preparation of 
budgets must think through their problems thoroughl} Executives 
are given a chance to discuss with their assistants all the details of 
plans for the coming }ear Disagreements among members of the 
executive group are less likel} to arise when budgeted plans have been 
agreed upon The comparative reports presented bj the accounting 
department provnde a satisfactory control over the operations, 

IMPORTANCE OF Since organizations that do not earn profits 

ORGA^NIZATIOHS HOT interested pnmanlj m provndmg a par- 
EARNING PROFITS ticular scrvicc to their members at cost and 
since income must be provided to cover expenses or expenses must be 
limited to the income received budgets plaj a verj necessaiy and 
important role in the financial management of such organizations. 
In the case of a univcrsit) or a college the activities for the } ear can 
not be planned defmitel} until the mcomo to be receiv ed is known In 
other cases in which an orgamzation is interested pnmanl} m providing 
a certain service for its members, the cost of providing this sem'*c 
must be estimated m order that the amount to be collected from the 
members for the service ma} likewise be calcubted A budget is the 
best means of matchmg estimated income against proposed expendi- 
tures 

In the case of political units, the Federal Government, sta*e 
governments, and local governments, the budget is an impo’tant 
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Esiimatcd profit and loss statement for the budget year: 


BORDEN }yIERC^ysTTILE COilPANY 
Estimated Profit axd Loss Statemext 
For Year Exded December 31, 1950 



Sales 

1 



Cost of Goods Sold: 

^Merchandise Inv., Jan. 1, 1950 

37,000 

311,220 



Pnrcliases 







^Merchandise Available for Sale . . 


393,220 

37,000 



Less ^lerchandise Inventory, Dec. 

31,1950 



Cost of Goods Sold 



!' 311,220 

1 






Gross Profit on Sales 


1 

149,330 


Operating Expenses: 

Selling Expenses: 

Sales Salaries 

Advertising 

Depreciation of Equipment - - . 

39,000 

4.S00 

5.750 



Tot-al Selling Expenses 

General Expenses: 

Officers' S.alaries 

Office Salaries 

Depreciation of Buildings 

Loss from Bad Debts 

jMisc. General Expense 

1 

17.500 

16.500 
6.500 
2.303 
5.000 

49,550 





47,303 










' 97,358 





1 





52,027 


Other Income: 

6,224 

! 



Other Expense: 

Mortgage Interest 

Bond Interest 

! 

3.000 

2,500 



Total Other Expense 

t 

5,500 




1 


724 






Total Net Profit before Pro^•islon for federal; 


52,751 


Less Pro\dsion for Federal Income Tax, • • - j 


21,100 


Net Profit after Pro^dsion for Feder.al In- 1 

! 

ji 

|! 

31.651 


1 1 — i r 
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Estimated balance sheet at the end of the budget year: 

BORDEN MERCANTILE COMPANY 
Estimatfd Balance Shfft 


DrCFMBEtt 31, 

1950 




Assets 

Current Assets 

Cash 

Accounts Receuable 

Less Rescr\ e lor Bad Debts 

48 000 
4,503 

47,528 

43,197 



Merchandise In\enlory 


87,000 


j 

Total Current Assets 

Fixed Assets 

Fquipment 

Less Reser\e for Depreciation 

60 000 
30 750 

29 250 

178 025 


Buildings 

Less Reser% c for Depreciation 

140 000 
31.500 

108,500 



Land 


30 000 



Total Fised Assets 



167,750 


Total Assets 



346,776 


Liadilities 
C urrent Liabilities 

Accounts Pajable 
! Federal Ineomc Tax Paj able 

32,700 

21.100 




Total Current Liabilities 

Fixed Liabilities 

Mortgage Payable 

Bonds Payable 

50 000 
50 000 

63 800 



Total Fixed I labilities 


100 000 



Total Liabilities 



153 800 


PRorniFTOnsiiip 
Common Stock 

Surplus 


120 000 
71,975 



Total Proprietorship 



191 975 


1 Total Liabilities and Proprietorship I 


313 775 


1 

1 

— — — 

— 
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featm-e of public administration. The cliief administrative officer 
plans in ad\-ance the scope of the %'M-ious acti^dties imdei* Ms adminis- 
tration and includes in this plan the costs. This constitutes the budget 
of his administi'ation and is usually submitted for appro^'al to the tmx- 
le\^-ing body. The rates and kinds of taxes ai-e an important factor 
in the prepaiution of every govei'nmental budget. 

Since tlie natm-e and amoimt of gova'mnental and personal income 
can be estimated more accmately tlian business income, the budget 
will be more compai-able vitli actual ti-ansactions of the ensuing fiscal 
period. Thei-e is, thei'efore, a tendency to confuse budgeting vith 
accomiting hi these cases. The recording of the actual transactions is 
the historical phase of accoimting and should be distinguished from 
the planned tiansactions of tlie futiue, which is the budget. Estimated 
tax revenue is a budgeted amoimt : the actual receipts from tax revenues 
are accoimtable transactions and tha-efore a part of the accounting 
records. 


QUESTIONS 

1. Frank Feldhouse says that he and the heads of tlie departments of his 
business spend considerable time m committee meetings, discussing the 
outlook for business, and that he cannot see any advantage for them in the 
preparation of a formal budget. Do you agi'ee with Feldhouse? TiTiy? 

2. Do you believe that the management of a business having a large 
nimiber of widely scattered brandies would find it ad^'antageous to have 
budgets presented by eadi brandi manager? T\Tiy? 

3. “It is not easj’ to co-ordinate sales possibilities witli productive 
capacitj*. In fact, this co-ordination is one of the most difficult adminis- 
trative problems.” Do you tliink budgets would be of assistance in over- 
coming this difficulty? 

4. “Fifty-one out of 93 companies reported that the executive in charge 
of budgets is either the ti'easiwer or controller.”’ This seems to differ 
from the procedme described in tlie chapter. Gan you explain? 

5. ■'iVhat ad^rantages does a small firm derive from a budget to compen- 
sate for the labor and the time involved in making tlie budget? 

6. “Budgets should be prepared in terms of units of responsibility. 
TiTiat does this statement mean? 

7. The Purdue Company manufactures only on special order, whereas 
the Zenith Company manufactures for stock, ill the methods of pr^ 
paring the budgets of these companies differ because of the difference in 
production policies? Explain. 
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WYMAN, INCORPORATED 
Profit akd Loss Statement 
For the Year Exded December SI. 1949 


Sales (12,000 units @ $100) $1,200,000 

Cost of Goods Sold: 

Mercliandise Inventory. January 1 (1.100 units © 

$65) . . . $ 71.500 

Purchases (11,900 units @ $65) 773.500 


Merchandise Available for Sale $845,000 

Less Merchandise Inventory, December 31 ^1.000 
units fP- $65) . ... 65.066 

Cost of Goods Sold (12.000 units (5^. $651 780,000 


Gross Profit on Sales 

Operating Expenses: 

Selling Expenses: 

Sales Commissions ($5 per unit) 
Advertising ($3 pex unit) . . 
Depreciation of Store Equipment 
Miscellaneous Selling Expense . . 

Total Selling Expenses 

General Expenses: 

Officers’ Salaries 

Office Salaries 

Office Supplies Used 

Depreciation of Office Equipment 

Loss from Bad Debts 

Rent 


$ 420,000 


$60,000 

36.000 

20.000 

4.000 


$ 120,000 


$30,000 

15.000 

9.000 

2.000 

6,000 

25.000 


Total General Expenses 
Total Oper.ating Expenses 

Net Profit from Operations. 

Other Income: 

Purcliases Discount 

Other Expense: 

Sales Discount 

Interest Expense 


90.000 

210.000 
$ 210.000 

..... ^ 

$ 12,000 

O, » oO 


Total Otlier Expense 

Net Deduction 

Total Net Pro fir before Pro\’ision for Federal Income Tax 
Tess Prot-isiou for Federal Income Tax 


1 I . I oo 


10,000 


$ 200.000 

80.000 


$ 120.000 


Net ProSc after ProAdsion for Federal Income Tax . - . • 
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Sales The selling pnee, ^hich has been $100 pc- unit, is to be increased to 

$125 It IS anticipated that this price increase will result in a sale 

volume decrease of 2 000 units 

Cost of Goods Sold The unit cost has been $€5, but it has been advanced to 

$75 as of Januarj 1, 1950 Purchases ttill be made of as man> uruts as 

are expected to be sold so that the ending inventory vmU be 1,000 units. 

Selltn} Expenses 

(a) Sales commissions will be computed at $G per unit. 

(b) The amount to be «penl for advertising for the coming jear is to b^ 
$4 per umL 

(c) Depreciation of store equipment »ill be the same as for the preceding 
>ear 

(d) Miscellaneous selling expenses wall increase by $1,000 
General Expenses 

(a) OfTicers* salaries wall increase $15 000 

(b) Oflice salaries wall increase $2 000 

(c) Oflice supplies used will increase $2 750 

(d) Depreciation of oflice equipment wall be the same as for the preceding 
>car 

(e) Loss from bad debts is estimated at of 1% of sales 

(f) Annual rental of budding increases $5 OOO per lease agreement 
Other Income and Expenses Cash discounts are to be estimated at of 

sales and purchases respective^ Interest expense is estimated at $S OOO 
Income Tax Assume that the Federal income tax rate is 40^^ 

/nslrudtons Prepare an estimated profit and loss statement for the >ear 
ended December 31, lOoO 

2. The estimated profit and lo^ statement included m the 1950 annual 
budget of Kichard U>an, Inc, is given on page 5G5 The actual p-oflt 
and loss statement for the month of Januarj, 1950, u given on page 505 

In order to compare the actual profit and lo:^ statement figures fo- 
Januarj, 1950, with the budgeted figures for the same month, it will be 
necossar}’ to take into account the loUoKtng \anatcons tn the monhbJ/ 
breakdown of the annual budget figures 

(a) Sales for January were estimated at 10% of annual sales. Expenses 
that were expected to varj proportionallj with sales we-e sa’fs 
commissions, advertising, sto-e supplies used, loss from bad debts, 
and interest income 

(b) The beginning inventory m the January budget was estimated *t 
$45,000, the ending inventory at $35,000 The cost of good< eoM t-4 
the gross profit on sales were computed at the same pe-cenUge w 
sales as in the annual budget. (Note Purchases w^ll rot be 10 c 
of annual budget ) 

(c) Fixed expenst-s that were not expected to vary with sales were »!« 
and office salaries, rent, depreciation of store and offee equip'^esl* 
oflice suppbes used, and miscellaneous general expense 
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RICHARD-RYAN, INC. 
Estimated Profit .tVND Loss Statement 
For Year Ending December 31, 1950 


Sales §800,000 

Cost of Goods Sold: 

^Merchandise Inventorj’’, January 1, 1950 $ 50,000 

Purchases ... 580,000 


Merchandise Available for Sale §630,000 

Less Merchandise Inventory, December 31, 1950 70,000 

Cost of Goods Sold 560,000 


Gross Profit on Sales 

Operating Expenses: 

Selling Expenses: 

Sales Salaries 

Sales Commissions 

Advertising 

Depreciation of Store Equipment 
Store Supplies Used 

Total Selling Expenses. 

General Expenses: 

Office Salaries 

Rent 

Depreciation of Office Equipment 
Office Supplies Used. 

Loss from Bad Debts. . 

IMisc. General Expense 

Total General Expenses 

Total Operating Expenses. 

Net Profit from Operations 
Other Income: 

Purchases Discomit . ... 

Interest Income . 

Total Otlier Income. 

Other Expense: 

Sales Discount 

Interest Expense 

Total Other Expense. 


§240,000 


§48,000 

20,000 

16,000 

6,000 

5,500 


§ 95,500 


§24,000 

18,000 

3.000 
2,400 

8.000 

3,600 


59,000 


§154,500 
§ 85,500 


§10,500 

1,000 


11,500 


§16,000 

6,000 


22,000 


10,500 


§ 75,000 


Net Deduction 
Net Profit. . . . 
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RICHARD-RYAN, INC. 
pRorrr asd Loss STATEiicvr 
For the Month Evped Jasuary 31, 1950 


Sales 

Cost of Goods Sold 

Merchandise In\entorj, Januarj 1, 1950 
Purchases 


$55,000 

40,400 

$72,000 

Merchandise ANailable for Sale 

Less Merchandise In\entor%, January 31, 1950 


$95,400 

45,000 


Cost of Goods Sold 



50,400 

Gross Profit on Sales 



$21,600 

Operating Expenses 

Selling Expenses 

Sales Salaries 

Sales Commissions 

Ad\eriismg 

Depreciation of Store Equipment 

Store Supplies Used 

$3,750 

1,800 

1,-140 

500 

495 



Total Selling Expenses 


$ 7,9S5 


General Expenses 

Ofilce Salaries 

Rent 

Depreciation of Office Equipment 

Office Supplies U«ed 

Lo«s from Bad Debts 

Miscellaneous General Expense 

$2,000 

1,800 

250 

200 

720 

300 



Total General Expenses 


5,270 


Total Operating Expenses 



13.235 

Net Profit from Operations 



$ 8.315 

Other Income 

Purchases Discount 

Interest Income 


$ 1,050 
00 


Total Other Income 


$ 1,140 


Other Expense 

Sales Discount 

Interest Expen'e 

$2,000 

300 



Total Other Expend; 


2.300 


Net Deduction 



l.ICO 

Net Profit 



$ 7,1*5 
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(d) Becausb of the increased cash receipts expected during January, the 
items listed below were estimated as follows: 

Purchases Discount, 1/10 of annual figure. 

Sales Discount, 1/8 of annual figure. 

Interest Expense, 1/20 of annual figure. 

Inslrnctions: Prepare a budget report, like the one on page 551, of the 
profit and loss statement for January, 1950. 

3. Budget statements for 1950 are to be prepared for Dodge, Incorporated, 
from the following data: 

DODGE, INCORPORATED 
Post-Closing Trial Balance 
December 31, 1949 


Cash $ 50,000 

Accounts Receivable 30,000 

Reserve for Bad Debts $ 2,000 

Finished Goods .... 60,000 

Goods in Process. . 70,000 

Raw Materials 50,000 

Machinery and Equipment. . . 165,000 

Reserve for Depr. of hlachinery and Equipment. 60,000 

Factory Supplies 16,000 

Accounts Payable .. . .... 54,000 

Dmdends Payable 18,000 

Federal Income Tax Payable 14,000 

Bonds Payable, 6% . 50,000 

Common Stock, 2,000 shares, 8100 par 200,000 

Surplus 43,000 


$441,000 $441,000 


The sales manager estimated during 1950 the sale of 7,500 units of 
A at $60 and the sale of 6,000 units of B at $50. All sales are made on 
account. 

The general manager has made the following estimates: 


( 1 ) 

( 2 ) 


Estimated ending inventories of December 31, 1950, are: 

(a) Raw materials, $42,000. 

(b) Goods in process, $65,000. 

(c) Finished goods, $50,000. 


Purchases to be made on account: 

(a) Raw materials 

(b) Factory supplies 


$113,200 

30.000 


Total 


$143,200 


( 3 ) 


Cash receipts: 

(a) Sale of 1.000 shares of common stock at par. . 

(b) Collection of accounts receivable 


$ 100,000 

735,000 


$835,000 


Total 



CHAPTER XXXI 


ANALYSIS AND INTERPRETATION OF 
FINANCIAL STATEMENTS 


NECESSITY FOR 
ANALYSIS AND 
INTERPRETATION 


After the balance sheet and the profit and loss 
statement have been prepared to show the 
condition of the business and its progi'ess 
dining the past fiscal period, the significance of the information these 
statements contain must be interpreted for those who use them. The 
accountant who prepares the statements should be best fitted to 
explain them; so it is becoming more and more the practice of accoun- 
tants to analj^ze and interpret the information that the statements 
contain. Some of the methods used by accomitants to do this vill be 
explained in this chapter. 

The accounting statements of corporations are of interest to many 
groups, chief among these being management and stocldioldeis. 
Management is the smaller group with an internal point of ifew; stock- 
holder ai’e the larger group witli an external point of \new. hlanage- 
ment needs continuous information of cmrent transactions in order to 
Imow from month to month the effects of operations. This imderstand- 
ing of financial condition and operating results is particularly helpful 
in planning for the new fiscal period. The accoimtant can give gi-eat 
assistance when the budget of the business is prepared by e.xplaining 
items foimd in the accoiuiting statements. 

StocMiolders, often niunbering many thousands of indiidduals and 
institutional investors, ai’e more concerned vith the broader aspects of 
the business. Their interpretation is therefore related to the questions 
of the long-term trend of profits and the compai'ative position of the 
business in its industiy. They want to Imow whether to sell their stock- 
holdings or to buy more. With the stockholder may be classed the 
professional analj’sts and investment counseloi’s who make an intensive 
study of all companies whose stoclis may be bought or sold. 

COMPARISON OF ITEMS A simple balance sheet of a merdiandising 

^ALAnce'shpet'^'^ corporation, used to illusti-ate the compari- 
sons that may be made between itenis on the 
same balance sheet, is shovm below. To make the comparisons less 
complicated and more easily followed, amomits have been expressed 
in even thousands of dollai-s. 
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worldng capital of the Miller Mercantile Company is $240,000; it is 
found by subtracting the total of the cun-ent liabilities from the total 
of the cm’rent assets. 

The current ratio is a measme of a concern’s worldng capital and 
an index of its ability to meet matming debts. The gi-eater the cm-rent 
ratio, the greater is the relative amount of worldng capital and the 
gi'eater is the assinance that the concern vill have sufficient fimds to 
meet its cmrent debts as they matme and the costs of cairffing on its 
current business operations. 

In certain tj^ies of businesses, however, concerns may continue to 
operate even when current liabilities exceed current assets. Such a 
condition is frequently found in public utility corporations vdthout 
indicating any financial difficulty. In businesses that fiunish ser\dces, 
that need no inventory of merchandise, and that have a minimum of 
receivables, a relatively large supply of cash would be unnecessary. 
Particular consideration must be given to the natm'e of the business 
and the characteristics of its normal financial operations to determine 
the adequac}^ of its current ratio. 

( 2 ) Acid-Test Ratio. This ratio indicates the ability of a business 
to satisfy immediately the ciurent debts and is also of primary im- 
portance to management and to short-term creditor. In the determin- 
ation of this ratio, consideration is given to only those assets that could 
readily be tinned into cash if the need should aiise. A ratio of 1 to 1, 
or 100 per cent, is usually deemed favorable. The usual formula is as 
follows: 

Cash + Recbii’ables + LIaricetable Securities 
Current Liabilities 

The acid-test ratio of the hliller hlercantile Company is 73 to 1 . 
This ratio appears to be unfavorable, lldiether it represents a danger- 
ous situation depends upon whether the notes payable must be paid 
in the near futiue or whether they can be renewed or refunded. The 
natm-e of tlie notes payable should be determined before a definite 
conclusion is made from the acid-test ratio. Again, in the use of this 
ratio, consideration must be given to the requirements and the opera- 
tions of the particular business. 

(3) Ratio of Notes Payable to Accounts Payable. On the balance 
sheet on page 570 the notes payable are larger than the accounts 
pajxible. To determine whether this indicates a desirable condition, 
it Mill be necessary to anah'ze the notes paj’able according to whether 
they were issued to (a) mercliandise creditor, (b) note brokers or 
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Spow'ing''it°ms AND “ ““f complete interpretation 

RATIOS ON DIFFERENT ^ balance sheet of the Miller Mercantile 
balance sheets Company may be made, the balance slieet of 
the same company as of December 31, 1949, will be used. Both of these 
statements ai'e shomi in comparative form below: 


MILLER IMERCANTILE COMPANY 
COMPARATn-E BaL.\NCE SHEET 
December 31, 1950, and December 31, 1949 


Assets 

Dec .31, 

1950 

Dec .31, 

1949 

— 

Liab. .and Prop. 

Dec . S 1, 

1950 

Dec .31, 

1949 

Cash 

Accounts Receirable , . . 

ildso. Inventory 

Plant (net) 

Good will 

Deferred Charges 

Total Assets 

20,000 

100,000 

300.000 

120.000 

40.000 

20.000 

30.000 

80.000 

150.000 

100.000 

40.000 

25.000 

Notes Payable 

Accounts Payable. . 

Bonds Pavable 

Preferred Stock 

Common Stock . . . 
Surplus 

Total Liab. and Prop. . . 

100,000 

80,000 

60,000 

100,000 

200,000 

60,000 

20,000 

60,000 

100,000 

200,000 

45,000 

600,000 

425,000 

600,000 

425,000 

- 


Comparative Balance Sheet 

Compai'isons maj’’ be made of all items on a comparative balance 
sheet, and some benefit may usually be derived from these comparisons. 
There are, however, certain comparisons that are of special significance. 
Witli reference to tlie comjiarative balance sheet slioivn above, the 
more significant comparisons are as follows: 

(1) The merdiandise inventory of December 31, 1950, is twice as 
lai-ge as the inventory of December 31, 1949. Any one of several 
reasons maj* account for this increase: 

(a) There may have been a large increase in the volume of business that 
necessitated an increase in the inventory. The comparative profit 
and loss statement of the company will have to be consulted to ascer- 
tain if the volume of business actually increased. 

(b) A large amount of merchandise may have been purchased because of 
an anticipated increase in price or because of an estimated increase in 
business within the immediate future. Livestigation will show 
whether much merchandise was purchased for either of these reasons. 

(c) A large amount of unsalable goods may have been accumulated 
during the past year; or a large amount of merchandise may have been 
purchased because increased sales were anticipated during the year, 
but this merchandise is now on hand because the sales failed to ma- 
terialize. A calculation of the merchandise turnover as shown by the 
comparative profit and loss statement vill make it possible to deter- 
mine whether either of these conditions exists. 

(2) The balance slieet of December 31, 1950. shows an increase in 
the asset Plant over tlie amount of tliis asset on the balance sheet of 
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December 31 1919 An increase in the \*nluc of Axed assets ma\ 
arise from an> one of the follomng sources 

(a) Additional as«ets ma> ha\e been purchased If the actual or antin 
pated incrca«e in business warranted such additions thej were prop- 
erlj made 

(b) The cost of repairs on the aiisets maj ha\e been charged to the asset 
accounts instead of to OTponse accounts Charging the cost of repairs 
to the asset accounts IS of course highlj improper since it o\cr8tates 
the assets and understates the expenses for the >c3r 

(c) The assets maj ha\ c been appraised and on the basis of this rev alua 
tion their values may have been increased It is contrary to conserva 
live accounting and management to enter the appreciation of fued 
assets in the accounts or to show it on the financial reports Since 
fixed assets are not to be sold but are to be used in the conduct of the 
business an increase in their market values does not increase their 
efTciency and their value to the business is therefore not increased 

A careful inspection should be made to ascertain the cause for the 
increases m fixed assets shovvn on the comparatnc balance sheet of the 
Miller Mercantile Company An annij-sis of the surplus account of the 
company and o! the expense accounts for the year 3V?JJ assist m the 
determination of the cause for those mcrcascs 

(3) B\ turning to the liabilities and propnctorship side of the 
comparati\e balance shoot it will bo obsened that the notes papblo 
haxc grcxtlv increased during the year 1950 The amount outstanding 
on December 31 1950 is five times the amount outstanding at the 
end of the presnous y ear The accounts payable aL>o ha\ c increased 
but not in proportion to the increase in the notes payable An analysis 
of the note payaiblc item is desirable m order to determine to whom the 
notes have been issued If the notes have been issued to banks m 
order to obtain funds with which to discount merchandLso invoices 
good financial management is indicated An inspection of the com 
parative profit and loss statement to see whether the purchases dit- 
counts for the latest vear arc larger than those for the prevaous year 
wall indicate whether notes were issued for that reason This however 
wall not bo conclusive evidence and an nnalysLs of the note^ pavahl*’ 
account should l>c made 

(I) A new bond issue of 5G0 000 has been sold during the year 
Thus is more than the increase m fixed assets during the vear, hence 
even if the increarc in fixed assets is found to bo proper, some addi 
tional funds for use as working capita! hav e been obtained by 
of the bond issue If this method of obtaining fumU improves the 
current ratio, it may be considered as good financing The moT 
conservative method would have the additional working capital 
supplied bv the stockholders 
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(5) A comparison of considerable significance is that of the cmTent 
ratios for the two years. For the year 1950 this ratio was 2M to 1, 
whereas for the year 1949 it was 3 }^ to 1. There has therefore been a 
considerable decrease in this ratio. Although the ratio for 1950 does 
not in itself appear unfavorable, the tendency indicated by the decrease 
in this ratio during the year may be decidedly undesirable. It seems 
necessary to ascertain whether the plans for the coming year will 
maintain the present ratio or whether a continued decrease is probable. 

(6) The common stock of the company has remained stationary 
during the year, but the surplus has increased $15,000. The increase 
in the sm’plus looks favorable ; but before a final decision on this point 
can be made, it will be necessary to ascertain: 

(a) Tlie origin of the increase in the surplus. It is important to know 
whether this increase has originated from the earnings of the year, 
whether it is the result of the writing up of fi.\ed assets, or whether 
it has been obtained from other sources. 

(b) The total earnings for the year. These earnings should be determined 
to see what part of them has been retained as surplus. It will be 
desirable to ascertain also whether the regular dividends have been 
paid. 


COMPARISON OF ITEMS The profit and loss statement of the hliller 

Mercantile Company for the year ended on 
December 31, 1950, is shovm in the illustra- 
tion on page 576. The most important comparisons that may be drawn 
in connection with a single income statement are illustrated by the 
percentages entered on this report. Each percentage represents the 
ratio of the particular item on the statement to net sales. These ratios 
are of a very gi’eat importance when taken in connection noth the 
same ratios of previous j'^ears, but are of little significance when taken 
by themselves. This is due to the fact that, unless there is some 
standard by which to judge these ratios, there is no means of loiovfing 
whether they are too large or too small. 

The percentage ratios on the profit and loss statement also indicate 
the distribution of the sales dollar over the cost of merchandise, the 
operating expenses, and the net profit. These ratios show that each 
dollar of the sales income of the Miller Mercantile Company is dis- 
tributed as follows: 


Cost of Goods Sold 

Operating Expenses . . 

Net Profit from Operations 


Total 


SI. 00 
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illLLER MERCAKTILE COMPANY 
PROriT AND Loss STATFMFVr 


For Titr Ylap Endfd Decfmber 31, 1930 



Income from Sales 

Sales 

Less Sales Returns and Allowances 

1 

1 

610,000 1 
10 000 j 

j 


Net Sales 


600,000 

100 0% 


Cost of Goods Sold 

Md'G In\cntory, Januar> 1,1950 
Purchases 

, 150,000 
, 600,000 




Merchandise A\ailabtc for Sale 

Less Mdse In\cntor>, Dec 31,1950 

' 750,000 

1 300,000 




Cost of Goods Sold 


450,000 

75 0% 


Gross Profit on Sales 


150,000 

25 or. 


Operating Expenses 

Selling Expends 

General Expenses 

60,000 

30,000 




Total Operating Expenses 


90,000 

15 0*^0 


Net Profit from Operations 


CO 000 

10 Off 


Other Income 

Purchases Discount 

9,000 




Other Expense 

Bond Interest 3,000 

Interest on Notes 6,000 

9,000 




Net Profit before Pro\ision for Federal 
Income Tax j 

Less Pronsion for Income Tax j 


60,000 
24 000 

i 

10 ©‘“f 

j 4 O'; 


Net Profit after Provision for Federal 
Income Tax j 


36,000 

6 0% 


To P3> ment of* 

5^ Preferred DiMdends 

8% Common Dmdends 

6.000 
, 16,000 ' 

1 

21.000 t 

' 3 S'; 


Added to Surplus 

1 1 

15 000 ' 

2 


Profit and Loss Slalement Showing Slgnineant Ratios to Net SiIm 
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ThesG es mean that in each dollar of income that the company 
receives dui’ing the year, 75 cents represents the cost of merchandise; 
15 cents represents the operating expense; and 10 cents represents the 
net profit from operations. 

ON^TWo'^^^MORe"^^^ importance, however, in the analysis 

PROFIT AND LOSS of corporation profit and loss statements is a 

STATEMENTS comparison of the corresponding items on a 

series of profit and loss statements. Such a series of statements covering 
a period of years will provide a normal standard of profit margin and 
of expense ratios. It will also indicate the trend of the size and the 
progress of the business in measuring the efficiency and the resoui’ceful- 
ness of the management. 

Comparative profit and loss statements for the Miller Mercantile 
Company for the years 1949 and 1950 are sho\vn on page 578. 

A number of interesting comparisons can be made from this com- 
parative statement. The most significant are: 

(1) Net sales have increased one third. This increase in itself looks 
very favorable, but the results of the sales must be considered before 
a final conclusion is drawn. 

(2) For the year 1949 the sales returns and allowances represent 
.4 per cent of the gross sales. For the year 1950 they represent 1.67 
per cent of the gross sales. This increase probably indicates one or the 
other of two things: 

(a) That poorer service is being given to the customers since more goods 
are being returned and more allowances are being claimed; or 

(b) That new territories are being entered and, in the process of establish- 
ing new relations, more liberal pri\dleges are being accorded to 
customers. 

An analysis should be made of these retm’ns and allowances to 
ascertain the reason for this increase. 

(3) In 1949 the gross profit on sales was 30 per cent of net sales, 
whereas in 1950 it decreased to 25 per cent of net sales. This decrease 
indicates that the cost of goods sold has increased more than have 
sales. Examination should be made to ascertain if the plans for the 
coming year contemplate maldng provisions for this increase in the 
cost of goods sold. 

(4) The mercliandise turnover for the year 1949 was 21-^, whereas 
that for the year 1950 decreased to 2. Since there is a decrease in the 
rate of turnover, careful attention should be given to this matter. 

Turnover is found by di^^ding the cost of goods sold by the average 
hiventory. It represents the nimiber of times the average inventorj’- 
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(beginning inventory + ending inventory 2) was exchanged for 
cash or other assets. It is important, since the gi-eater the merchandise 
turnover, the greater the profit that can be made from a given invest- 
ment in merchandise, 

(5) The selling expenses were 9 per cent of net sales for the year 
1949 and 10 per cent for 1950, This increase shows that, though the 
sales are increasing, they are costing more. These increased expenses 
may have been incurred to obtain additional business and to build up 
goodwill for the company. The tendency for such expenses to increase 
faster than sales is, however, a dangerous one, and care should be 
taken that it does not continue too long. 

(6) The net profit from operations for the year 1950 was smaller 
than that for 1949. This is the most discouraging information shown 
by the comparative statement. Since the net sales have increased 
33 per cent, it is unsatisfactory to find that the net profit has de- 
creased. It may be found upon exaindnation that some of the expenses 
incurred during 1950 are expected to result in increased business 
during the next year. Under such circumstances there would be some 
excuse for the unprofitable showing for the past year. A careful 
examination should be made to ascertain if this is the situation. 


RELATION OF COMPAR- 
ATIVE BALANCE SHEET 
AND PROFIT AND 
LOSS STATEMENT 


When the comparative balance sheet on 
page 573 is studied in connection with the 
comparative profit and loss statement on 


page 578, a number of significant facts are indicated: 


(1) The comparative balance sheet shows a large increase in the 
merchandise inventory, and the comparative profit and loss statement 
indicates that this increase is much larger proportionately than the 
increase in sales. Whereas the sales have increased 33 per cent, the 
merchandise inventory has increased 100 per cent. The comparative 
profit and loss statement also shows that the merchandise turnover 
has decreased gi’eatly. These comparisons may indicate that unsalable 
merchandise is being accumulated and that there has consequently 
been a large increase in the merchandise inventory. 

(2) The amount shown on the profit and loss statement for 1950 as 
added to surplus agi’ees wth the increase in surplus as shovm on the 
comparative balance sheets. This indicates that the balance sheet 
increase in surplus is real. The amount added in 1950 is, however, 
niuch less than in 1949. Unless the expansion of business justifies this 
decline as a temporary item, it is not favorable. 
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(3) The comparatue profit and lo^s statement shous that the 
8 per cent dindcnds on common stock ha\o been continued e\en 
though there was a decline in net profit and c\ en though the balance 
sheets jn\c e\adence of increased borrowing It might ha\e lieen 
better to reduce the dnadond nte on common stock m the a ear 1050 

COMPARISONS WITH A companson of items and ratios shown in 
COMPETING CONCERNS financial statements of the Miller Mer- 
cantile Compan> with similar data taken from the financial state- 
ments of competitne concerns is of particular interest both to the 
management and to the stockholders To both groups such results 
arc mdicati\o of the compan\ s position m its mdustrj To the 
management, it shows the degree of success or failure in meeting the 
problems of the industrj To the investor it reveals whether hischoice 
of a stock has been waso The investor maj choose to sell this stock 
and bu> that of a more promising competitor 

In companng the financial statements of two or more corporations, 
care must bo taken to make the companson on the same accounting 
basis Unless uniform procedures have been maintained m the account- 
ing records, misleading conclusions maj result 

QUESTIONS 

1 The King Cham Stores S>stcm made a profit of $150,000 in a certain 
jear What other information i> ncces^r> befon. one can judge the 
sufTiciincj of thi> profit’ 

2 One wTiicr lists* the five ailments of business as fl) msufficitnt 
profits (2) too large mvtntor> (3) too largo receivable, (4) over invent 
ment in fixed assets (5) insufficient capitalization W'hat ratios will 
as.sist m diagnosing each of thcM? ailments’ 

3 The sales of the King Chain Stores S>slcm increased in five jean 
from $3 000,000 to $5 000,000 Does this increase prove the soundness 
of the policies m forev’ 

4 The ratio of current assets to current liabilities in the King Cham 
Stores Sjstem was as follows for each of the five jears mentioned al>ove 
3 to 1, 2 5 to 1, 2 to 1, 1 5 to 1, 1 2 to 1 Is a favorable trend indicnUHl’ 

5 The Cook Department Store wishes to borrow $150 000 from it-s 
bank m order to paj accounts pajable (a) What effect wall this trans- 
action have on the ratio of current assets to current liabilities’ (b) on the 
acid test ratio’ 

6 The ratio of current assets to current liabilities in the Cook Depart- 
ment Store IS 2.3 to 1 The acid test ratio is 1 to 1 If the inventonei 
amount to $390,000, w bat u the amount of the current liabilities? 
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7. The sales of the Simons Stores System increased from $3,000,000 to 
$4,200,000. The average inventoiy, calculated at selling prices, increased 
from $600,000 to $700,000. Do these facts indicate sound management? 

S. On successive balance sheets of Acme hlotor Pai'ts, Inc., accounts 
receivable are reported at $40,000 and $60,000. The corresponding profit 
and loss statements show sales of $360,000 and $600,000 respectively, 
(a) Ai’e these facts related? (b) '\\fiiat executive is responsible for the 
condition shown? 

9. The profit and loss statement of X shows piu’chases discounts of 
$4,256 and intei'est expense of $1,520. The profit and loss statement of Y, 
who is engaged in the same kind of business, shows pimchases discounts 
of $152. The sales of both ai'e approximately equal. Interpret this situ- 
ation. 

10. The balance sheet of the Dunn Manufactiwing Company is as follows: 


DUNN MANUFACTURING COMPANY 
Balance Sheet 
December 31, 19 — 


Cash 

30,000 

Notes Payable 

20,000 

Accounts Receivable 

30,000 

Accounts Payable 

40,000 

^lerchandise Inventory . , 

80,000 

^lortgage Payable 

20,000 

Fixed Assets 

180,000 

Common Stock 

200,000 



Surplus 

40,000 


320,000 


320,000 


The profit and loss statement shows: net sales, $450,000; net profit 
aftei* piwision for income tax. $18,000; and dividends, 6Cc- 

Calculate seven significant ratios and comment on the company as 
an investment. 


PROBLEMS 


1. The Cooper Corporation reported the following comparati\e balance 
sheets for December 31, 1949, and December 31, 1950: 


Assets 

1950 

1949 

LiABiUTiES & Prop. 1950 

1949 

Cash 

Notes & Accts. Rec. , 

l^Idso. Inventory 

Fixed Assets 

8 12,000 
. 18,000 

50.000 

70.000 

5 1,000 

17.000 

48.000 

34.000 

Notes* Accts. Pay.. 5 
Ulortg-age Note P.ay. 30,000 

Common Stock ’^^>525 

Surplus 25,000 

5 22,000 
28,000 

40.000 

10.000 

Total Assets 

, 5150,000 

5100,000 

Total Liab. & Prop. . 51e0.000 

$100,000 
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3. V. Bogert is contemplating the pmchase, at $95 a shai-e, of 1,000 shai-es 
of stock of a new issue to be made by Excelsior, Inc. He asks you to 
investigate the financial condition of this corporation. The following ai*e 
the comparative statements for the yeai-s ended December 31, 1950, 1949, 
and 1948. 


EXCELSIOR, INC. 


COMPAR.\TIVE BAmiNCB SHEET 



December 31, 1950, 

1949, .\ND 194S 



Assets 

1950 

1949 

1948 

Current Assets: 




Cash 

$ 50,000 

$ 30,000 

$ 15,000 

Accounts Receivable 

60,000 

50,000 

45,000 

Inventories 

90,000 

70,000 

40,000 

Total Current Assets 

$200,000 

$150,000 

$100,000 

Fixed Assets: 




Equipment (net value) 

$275,000 

$225,000 

$250,000 

Buildings (net value) 

50,000 

55,000 

50,000 

Land 

20,000 

20,000 

25,000 

Total Fixed Assets 

$345,000 

$300,000 

$325,000 

Deferred Charges. . 

5,000 

10,000 

15,000 

Total Assets 

$550,000 

$460,000 

$440,000 

Labilities 




Current Liabilities: 




Notes Payable ... 

. . . $ 37,500 

$ 40,000 

$ 25,000 

Accounts Pavable ... 

67,500 

50,000 

40,000 

Accrued Items 

20,000 

10,000 

10,000 

Total Current Liabilities 

$125,000 

$100,000 

$ 75,000 

Fixed Liabilities: 




Bond Payable 

. ... $125,000 

$150,000 

$200,000 

Proprietorship 




Common Stock 

$210,000 

$150,000 

$125,000 

Appropriated Surplus ... 

, . . 30,000 

25,000 

15,000 

Unappropriated Surplus . . 

60,000 

35,000 

25.000 

Total Proprietorship 

. . . $300,000 

$210,000 

$165,000 

Total Liabilities and Proprietorship 

. . . , $550,000 

$460,000 

$440,000 
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EXCELSIOR. INC 


CovpAR.^Tr\i: T’pofit and Loss STATrMKSTs 

For "i i XRS Ended DurrvBrR 31, 1930 and 1919 


1930 

1919 

Sales 

Cost of Sales 

?375.000 
230 000 

$300 C-OO 
180,000 

Gross Profit on Sales 

OperaUnc Expenses 

$125 000 
C3.000 

$120,000 
75 OOQ 

Net Profit from Operations 

Income Tax 

$ CO.OOO 
23,700 

$ 45 000 
16,000 

Net Profit after Income Tax 

Appropriations for Surplus Reserves 

$ 3G,300 
5.000 

$ 2'JOOO 
10,000 

Balance of Net Profit 

DiMtlentia 

$ 31,300 
C300 

$ 19,000 
9,000 

Net Addition to Unappropriated Surplus 

$ 23 000 

$ 10,000 



CHAPTER XXXIl 

SUPPLEMENTARY STATEMENTS 


Ac^cmNTJNG principal accounting statements, 

STATEMENTS balance slieet and the profit and loss 

statement, ai*e being supplemented to an 
increasing degi-ee by other sununaries and reports. Some of tliese 
supplementaiy statements are derived from data fomud on successive 
balance slieets and profit and loss statements. Otliere are derived 
dhectly from the accoimts or the jomnal records. Tliey proride 
standard procedm'es for use in the analysis and mterpretation of 
accounting reports. 


Supplementary statements have been mentioned in prerious chap- 
ter's. The reconciliation of the bank balance, the I'epoit of job oi-ders 
completed, the departmental expense reports, and the repoids of 
physical inventories, all give periodic simimai'ies containing informa- 
tion useful to management. The income tax report and the budget are 
also examples of supplementary stateirrents prepar-ed from the accormt- 
irrg records, each of which firlfills a specific pru-pose. Some srrpple- 
rnentary statemerrts are prepared more frequently than the principal 
statements because the srrrrmrar'izing information provided by tlrem is 
needed at more freqrrerrt intervals than the infoi'mation contained in 
the prirrcipal statemerrts. For example, a birsiness might have a daily 
cash report, a weekly report of production, and a monthly report of 
departmental experrses and costs. 

Supplementary staterrrents shotrld be distiirguished from accounting 
schedrrles. Sclredirles are formal reports, prepar-ed from ledger ac- 
courrts, supportirrg itenrs appearing on one of the two principal accormt- 
ing stateirrerrts. They ar-e. therefor-e, integral par'ts of the balance sheet 
and the profit and loss statement. Sirpplementary statemerrts ar-e not 
so closely tied in and tend to elaborate the information onritted on the 
formal accounting r-eports. 

The pru'prose of this clrapter is to describe two srrpplerrrentary 
statenrerrts, tire sormce arrd application of frmds statement and the 
cumrrlative profit arrd loss statement. These two statements supple- 
nrerrt the balarrce slreet and tire pr-ofit arrd loss statement arrd are 
or'drnarrly presented anrrually. Tliey are designed to provide a mor-e 
adequate portrarral of financial position and progress. 

5S5 
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otlier at the end of the period to be covered. If such a statement were 
to be prepared for the Miller Mei-cantile Companj^ whose reports 
were analyzed in the previous chapter, two columns might be added to 
the comparative balance sheet to show net excess of debits or credits 
foi- each balance sheet item dmang the period. Such a tabulation is 
shown below: 


MILLER MERCANTILE COMPANY 
Comparative Balance Sheet 
December 31, 1950 and 1949 



Dec. 31, 
1950 

Dec. 31, 
1949 

Excess of 

Assets 

Debits 

Credits 

Cash 

20,000 

30,000 


10,000 

Acoounts Receivable 

100,000 

80,000 

20,000 

Merchandise Inventory 

300,000 

150,000 

150,000 


Plant (net) 

120,000 

100,000 

20,000 


Goodwill 

40,000 

40,000 


Deferred Charges 

20,000 

25,000 


5,000 

Total Assets 

600,000 

425,000 



Liabilities and Proprietorship 
Notes Payable 

100,000 

20,000 


80,000 

Accounts Payable 

80,000 

60,000 


20,000 

Bonds Payable 

60,000 



60,000 

Preferred Stock 

100,000 

100,000 



Common Stock 

200,000 

200,000 



Surplus 

60,000 

45,000 


15,000 

Total Liabilities and Proprietorship. . 

600,000 

425,000 

190,000 

190,000 


Comparative Balance Sheet Showing for Each Balance Sheet Item the 
Excess of Debits or Credits Daring the Period 


The “Excess of Credits” items in the preceding tabulation repre- 
sent soiu'ce of fimds items. Funds were provided by (a) profits rein- 
vested, (b) the issue of bonds, (c) expansion of accoimts payable, 
(d) increase in note borrowing, and (e) decreases in defeired charge 
inventories and in cash. The “Excess of Debits” items show the appli- 
cation of funds. The $190,000 pro^fided was applied to increases in 
(a) plant, (b) merchandise inventory, and (c) accoimts receivable. 
It is simple to obtain the follovfing rules: 

1. Excess of debit items indicate application of funds. 

2. Excess of credit items indicate source of funds. 

These general rules, when applied to the items in the balance sheet 
equation, provide the follovfing tabulation: 
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SOUKCE OF FUNT5S 
- Assets 
+ Liabilities 
-f Proprietorship 


Appucatiok or Ftkds 
-i- Assets 

- liabilities 

- Proprietorship 


If a statement of financial dianges is to be made for the iCDer 
Mercantile Companj* in accordance with the above rules, it would 
appear as follows: 

HILLER ilERCANTILE COMPANY 
Statemekt of Fis'ascial Chances 


For Year Ended December 31. 1950 

Where-Got 

Where-Gone ^ 

Cash 

i 10,000 i| Accounts Receivable . . 

' 20,OC'0 

Deferred Charges 

' 5,000 ji Merchandise In\entorj'- 

150,000 

Notes Payable 

1 60,000 1 Plant 

’ 20,000 

Accounts payable 

20,000 1 


Bonds Payable 

1 00,000 


Surplus.. 

1 15,000 1 



1 190.000 |1 

1 190.000 


Slatemeot of Financial Changes 


In order to make the source and application of funds statement 
more useful and more informative, it hks become the practice (1) to 
arrange some items in a supporting schedule and (2) to expand other 
selected items. The supporting schedule is made up of all the current 
asset and current liability items and shows the net change in worldcg 
capital. Such a schedule for the Miller Mercantile Company is shown 
below: 


MILLER MERCANTILE COMPANY 
Schedule A — Changes in Working Capital 
For the Year En'ped Decoiber 31. 1950 



Increase in Current Assets: 

Accounts Receivable 

Merchandise Inventory 

! 

1 20,000 
' 150,000 

170,000 


LcM Decrease in Current Assets: 

Cash 

ll 

10,000 


Increase in Current Lfabilitiea: 

Notes Payable 

Accounts Payable. 

50. 000 

20.000 

100,000 

' 100.000 


Net Increase in Working Capital 

co.ooo_ 


Schedule of Changesio Working Capital 
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The items to be expanded ai-e the sm-pliis and plant items. It is 
thought desirable to include in the statement information regai-ding 
depreciation of plant, pincliases of new plant, and dhddends paid to 
stocldiolders. Thus instead of shonmig sin-plus as a $15,000 soiu-ce of 
funds, net profit after proidsion for income tax is shomi as proidding 
$36,000 of fimds, out of whicli $21,000 is applied for the pn^mient of 
diindends. Instead of shoMung plant (net) as a $20,000 application of 
funds, depreciation is shoini as pro^^ding $20,000 of fimds, and $40,000 
is showi as applied to the pmchase of a new plant. The net increase in 
worldng capital is taken from the preceding scliedule and is slimm as 
the first item in the “Application of Fimds” paid of tlie main state- 
ment. The som-ce and application of fmids statement for tlie hliller 
Mercantile Company is shomi below: 


JflLLER jMERCANTILE COJfPANY 
Source and Application of Funds Statement 
For the Year Ended December 31, 1950 



Source op Funds 

By: Net Profit after Provision for Income Tax 

36.000 


Sale of Bonds 

60,000 


Depreciation of Plant 

20,000 


Decrease in Deferred Charges 

5,000 


Total 

121,000 


Application op Funds 

To: Net Increase in Worldng Capital (Schedule A) . . . . 

60,000 


Purchase of Plant 

40,000 


Payment of Dividends 

21,000 


Total 

121,000 


Source and Application of Funds Statement 


CUMULATIVE The cumulative profit and lo^ statement 

STATEM^N-? covei-s die profit and loss actimties of the 

business since it began operations. It there- 
fore consists of die sum of all the ammal profit and loss statements. 
If diei'e have been ten annual profit and loss statements, die cumuladve 
profit and loss statement would cover a ten-yeai- period: the sales on 
die cumulative statement would be the sum of the ten sales items on 
the aimual statements, and the net profit would be die net total of tiie 
profit and loss items. 
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The period of time covered by the transactions summarized in the 
cumulative profit and los statement is the same as that covered by th® 
balance sheet. Just as the cash balance in the balance sheet prepared 
at the end of the tenth year summarizes all the cash transactions for 
the ten j ears, so the purchases item in the cumulative profit and loss 
statement summarizes all purchases for the ten»year period. There is, 
therefore, a closer relationship beri\een cumulative profit and loss 
statement items and balance sheet items than exists between the 
annual profit and loss statement and the balance sheet This fact will 
be demonstrated later in the chapter. 

COMPLETE STATEMENT A complete statement record of a business 
RECORD might be said to consist of a series of three 

reports of (a) income and (b) financial condition. These reports would 
cover (1) the hfe of the business, (2) the latest fiscal period, and 
(3) the historical progress. They would be tabulated as follou's: 

1. Income Reports* 

(a) CumuUtue profit and loss statement Ode of business). 

(b) Profit and loss statement (latest fiscal penod). 

(e) Tabulation of operating data (histoncal progress). 

2. Financial Reports 

(a) Balance sheet (life of business). 

(b) Source and application of funds statement Obtest fiscal period). 

(c) Tabulation of financial data (historical progress) 

The balance of this chapter will be devoted to the discussion of 
such reports, using the Fisher Manufacturing Company as an illustra- 
tion. 


OPERATING REPORTS/ Xhe most conunon and most familiar oper- 
STATEMEHT° and loss Statement 

sumraariring the operating transactio".s 
during the latest fiscal period. The profit and loss statement for the 
Fisher Iilanufacturing Company for the year ended December 31, 1950, 
is given on page 591. 


CUMULATIVE PROFIT ^Tiercas the customarj* profit and loss state- 
AND LOSS STATEMENT summarizes the operations for one fiscal 

period, the cumulative profit and loss statement presents a summary of 
operations for the life of the buriness. The cumulative profit and loss 
statement for the Plsher ilanufacturing Company is shown on pa?* 
592. 
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FISHER :manufacturing company 
Profit axd Loss Statement 
For the Year Ended Decemrer 31, 1950 


Cost of Sales: || | 

Inventories, January 1. 1950 ' 120,000 

Cost of Manufacturing Operations*. . . . S6o!ooO 

I 9S0.000 |: 

Inventories, December 31, 1950 140.000 j; 

~ — ji 

Cost of Sales ;i 

' ' ' J 

Si 

Gross Profit on Sales . ii 

Selling and Administrative Expenses**. . . * 

Net Profit from Operations. . . ... ■! fl 

Interest on Bonds Pa\-able !' 

NetProfit before Protision for Income Tax . i. | 

Less Pro\ision for Income Tax . . I >. 

i 

Net Profit after Protdsion for Income Tax ' ' 

Reserve for Bond Sinking Fund ... 

Profit Available for Diridends | I 

Di\-idends in Cash 

Profit to Surplus j 


1,500,000 


S40.000 


660.000 

400.000 


260.000 

7.000 


253.000 

SO.OOO 


173.000 

10.000 


163.000 

150.000 


13.000 


*Depreciatiou included in Cost of Manufacturing: 

On Equipment . . . $40,000 

On Building _ 15,000 

**Depredation included in Selling and Adniinistratit'e Expenses: 

On Equipment $20,000 

On Building 10.000 


Profit and Loss Statement 


Tlie cimuilative profit and loss statement on page 592 treats 

tlie Mstorj- of tlie Fislier !Maniifactiu-ing Company as a unit. Hie 
results of tweltre yeare of opei-ations and the disposition of the profits 
are incorporated tvithin the scope of the statement. Xo attempt has 
been made to identify earnings or expenses with specific yeai-s. Such 
identification was made in the profit and loss statement prepared at 
tlie close of each yeai-. The trend of sales, cost of sales, net eaniings, 
and dhidends cannot, then, be determined from the ciminlative profit 
and loss statement. 
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FISHER MANUFACTURING COMPANY 
CuiiULATi\*E Profit and Loss Statement 
For Tv,'el'\’E Years Evded December 31, 1950 



Sales 

1 

1 

10,070,000 


Cost of Manufactunng Operations 

6,505,000 



In% entones, December 31, 1950 

140,000 



Cost of Sales 


6,365,000 


Gross Profit on Sales 


3,705,000 


Selling and Administrative Expenses 


2,099,000 


Net Profit from Operations 


1,606,000 


Interest on Bonds Pajable 


56,000 


Net Income before Provision for Income Tax 


t 1,550,000 


Provision for Income Tax | 


I 195,000 


Net Income after Provision for Income Tax, 


1,355,000 


Reserve for Bond Sinking Fund j 


80,000 


Income Available for Dividends | 


! 1,275,000 


Dividends Paid in Cash 1 

715,000 



Stock Dividends 1 

500,000 

j 1,215,000 


Surplus, December 31, 1950 | 

1 

' 60,000 


CnmuIatiFC Profit and Loss Statement 


TABULATION OF It IS sometimes desirable to classify the oper* 

OPERATING DATA ations by jears. In this case a few of the 
more significant items on the cumulative profit and loss statement are 
chosen m order to simpbfy the resulting tabulation. The significant 
operating items on the cumulative profit and loss statement o! the 
Fisher Manufacturing Company hav'e been classified by years in the 
tabulation shovsn on page 593. The amounts, as in the case of the 
cumulative profit and loss statement, have been obtained from the 
twelve annual profit and loss statements of the company. 

Such a supplementar}*^ report by years gives significant information 
regarding the activities of the company during its history. The person 
who receives such a report gains a much more satisfactorj* under- 
standing of the operations of the company than one who receives a 
report of the latest period only. WTule the anal>'tical detail of the 
operations of any one fiscal period may be restricted, the useful in* 
formation provided by such a tabulation more than compensates fo' 
this limitation. 
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Both the cumulative profit and loss statement and its supporting 
tabulation are being used today by lai'ge organizations in an attempt 
to give a better miderstanding to stocldiolders. It is believed that the 
lengthening of the period to include the life of the enterprise provides 
a summary that effectively supplements the balance sheet and the 
amiual profit and loss statement. 


FISHER MANUFACTURING CO]\IPANY 
Tabulation of Operating Data 
For Twelve Years Ended December 31, 1950 


Year 

Net 

Sales 

Net Profit 
After Pro- 
vision FOR 
Income T.ax 

Cash 

Dividends 

Paid 

Per Cent 
OF Profit 
Paid as 
Dividends 

Profit 

Rein- 

vested 

Dividend 

Per 

Share 

1939 

$ 820,000 

$ 115,000 

$ 10,000 

9% 

$105,000 

$ 2.00 

1940 

1941 

430.000 

100.000 

55.000 

35.000 

5,000 

14 

55.000 

30.000 

1.00 

1942 

300,000 

60,000 

10,000 

17 

50,000 

2.00 

1943 

550,000 

105,000 

20,000 

19 

85,000 

4.00 

1944 

800,000 

130,000 

45,000 

36 

85,000 

9.00 

1945 

1,050,000 

152,000 

50,000 

33 

102,000 

10.00 

1946 

1,300,000 

165,000 

100,000 

61 

65,000 

10.00* 

1947 

800,000 

75,000 

75,000 

100 


7.50 

1948 

1,020,000 

130,000 

125,000 

96 

5,000 

12.50 

1949 

1,400,000 

160,000 

125,000 

78 

35,000 

12.50 

1950 

1,500,000 

173,000 

150,000 

87 

23,000 

15.00 


$10,070,000 

C7T 

o 

o 

o 

$715,000 

53% 

$640,000 



*100% stock dividend December 31, 1946. 

Tabulation of Operating Data 


financial reports Next in importance to the transactions affect- 
ing proprietomhip as reported on the profit 
iind loss statement are the transactions affecting the principal balance 
slieet accounts. The balance sheet at the end of each fiscal pertod 
shows the net results of these transactions for the life of the business. 
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The following balance sheet of the Fisher Manufactunng Company u 
also from the twelfth annual report to the stockholders 


FISHER MANUFACTURING COMPANY 
Balance Sheet 
Decemder 31 I9o0 


Assets I 

Current Assets 

Cash 

U S Go\ern Securities 
Notes Receivable 
Accounts Receivable 
Inventories 

120 000 
oOOO 
40 000 
106 000 
140 000 

Total Current Assets 

481 000 

Fuced Assets 

Equipment 600 000 

Less Reserve for 
Depreciation 160 000 

440 000 

Buildings 500 000 

Less Reserve for 
Depreciation 80 000 

420 000 

Land 

l&O 000 

Total Fixed Assets 

1 010 000 

Deferred Charges 

no 000 

Total Assets 

I 601 000 


Liabilities 

Current Liab Iities 
Accounts Pajable 

Taxes and Pa> Rolls 
Acc 

Income Tax Pajable 

3o000 

16 000 
80 000 

Total Current Liab 

131 000 

Fixed Liabilit es 

Bonds Paj (10 jear 
-‘"c) 

100 000 

Total Liabil t es 

231 000 

PROPJiiBTonsniP 
Capital Stock (5100 par 
authorized 25 000 
shares outstanding 
12 000 shares) 

Premium on Cap Stock 
Re erve for Bond Sinking 
Fund 

Surplus 

1 200 000 
30 000 

80 000 
60 000 

Total Propnetorship 

1 3"0 000 

Total Liab and Prop 

1 601 000 


Balance Sheet 

The balance sheet gi\es the financial condition of the companj 
resulting from ti\el\e jears of operations The operations for the 
same tuehe jears i\ere shoivn in the cumulati\e profit and loss state- 
ment presented on page 592 A comparison of these tno statements 
wall repeal the close relationship between them For example the 
amounts for Reseia c for Bond Sinking Fund and Surplus arc the sam** 
on both statements 


TABULATION OF It IS interesting to know how the principal 

FINANCIAL DATA balance sheet items ha\e fared from jear to 

year The annual ups and downs in current assets capital stock and 
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other items pro\ade significant information. The totals of the main 
sections of each balance sheet from the beginning to the present time 
ai-e shown in tlie followfing tabulation of financial data: 


FISHER MANUFACTURING COMPANY 
Tabulation op Financial Data (in thousands of dollars) 
January 1, 1939, to December 31, 1960 







1943 j 

1944 

1945 

1946 

1947 

1943 

1949 

1950 

Current Assets 

190 

215 

245 

332 

403 

390 

495 

582 

494 

520 

436 

4S1 

Fixed Assets 

425' 

470 

4S0 

455 

569 

651 

646 

643 

769 

724 

795 

1,010 

Deterred Charges 

50j 

60 

75 

so 

91 

131 

122 

130 

9S 

106 

90 

no 

Total Assets 

665 

745 

soo. 

S67 

1,063 

1,172 

1,263 

1,355 

1,361 

1,350 

1,321 

1,601 

Current Liabilities 

60 

105 

no 

127 

13S 

162 

151 

17S 

1S4 

16S 

104 

131 

Fixed Liabilities 





100 

100 

100 

100 

100 

100 

100 

100 

Capital Stock 

500 

500 

500 

500 

500 

500 

500 

1,000 

1,000 

1,000 

1,000 

1,200 

Premium on Capital Stock , 












30 

Reserve for Bond Sinking 













Fund 





10 

20 

30 

40 

50 

60 

70 

80 

Surplus 

105 

140 

190 

240 

315 

390 

4S2 

37 

27 

oo 

47 

60 

.Total Linb. and Prop 

665 

745 

soo 

S67 

1,063 

1,172 

1,263 

1,355 

1,361 

1,350 

1,321 

1,601 


Tabulation of Financial Data for Twelve Years 

By comparing the changes in the \Tirious items from year to yeai', 
it is possible to reconstruct many of the financial transactions. For 
example, in 1943 current assets and fixed assets both rose sharply. 
During the same year bonds were issued for $100,000. This $100,000 
bond issue and the $85,000 of reinvested income as shomi by the 
tabulation of operating data (page 593) promded the money spent on 
the new assets. In 1944 the expansion of plant facilities emdently 
continued because fixed assets again increased, current assets decreased, 
and current liabilities showed a slight increase. 


SOURCE AND The source and application of funds state- 

FUNDS STATEMENT ^'I^^n^^‘^ctinhig Company 

contains more items and is more complete 
than the one presented earlier in the chapter. Like it, however, this 
one is primarily dependent on balance sheet data in its preparation. 
By comparing the amount for eacli item on the balance sheet m"th the 
corresponding figure on the pre^^ous balance sheet, it may be deter- 
niined whether that item proxdded or absorbed worldng capital during 
the pei'iod. 
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The profit and loss statements are secondarv «;ource» of information 
The increase of surplus from $35 000 to $40 000 on two consecutn e 
balance sheets is less informative than the fact that net profit for the 
penod was $10 000 dividends paid were $6 000 and premium on new 
stock issued was $1 000 This information combined with an increase 
in common stock of $10 000 telL that $11 000 of net working capital 
was provnded to finance expansion of facilitie:> or retirement of debts. 
On the other hand a stock dividend increasing common ctock and 
decreasing surpliis wonid affect the fvmds not at all in this case the 
increase in common stock does not affect working capital All balance 
sheet changes must be analvzed as to whether thej affect the fund 
position Some do others do not 

The penod covered bj the < 50111 x 6 and application of funds state- 
ment IS usuallj one j ear although it ma> be two three four or fn e 
} ears or ev en the life of the business If it cov ers the life of the ba5ine&s 
it is the same as the balance sheet A comparativ e balance sheet for 
the Fisher Manufactunng Companj together with excess debits and 
excess credits is giv en on page o97 

B> Using the excels of debits and credits amounts for current assets 
and liabilities as shown on the comparative balance sheet on page o97 
it IS possible to draw up the changes m working capital for the schedule 
to support the source and apphcation of fund* statement Such a 
schedule for the Fisher Manufactunng Companv is showm below 

FISHER MAVUFACTURING COMPANY 
Schedule A — Changes is TionKisc Capital 
For THE EAR Ended December 31 19o0 


Increase in Current Assets 
Notes Recei\able 
Accounts Recen able 
Inventories 

Less Decrease in Current Assets 
Cash 

U S Gov eminent Securities 


Increase in Current Liab lities 
Income Tax Pa> able 
Less Decrease m Current Liabilities 
Accounts Paj able 
Taxes and PajTOlls Accrued 

Net Increase in Working Capital 


15 000 
2o000 
4GOOO 


16 000 
2o 000 


32 500 ' 

oOO 13 000 2' 000 


igooo 


Schedule of Changes In W orking Capital 
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FISHER MANUFACTURING COIMPANY 
CoirpAKATi^-E Balance Sheet 
December 31, 1950 and 1949 



Dec. 31, 

Dec. 31, 
1949 

Excess of 


1950 

Debits 

Credits 

Assets 

Current. Assets : 





Cash 

120.000 

136.000 


16,000 

U. S. Government Securities. 

75,000 

100.000 


25,000 

Notes Receivable 

40,000 

25,000 

15,000 


Accounts Receivable 

80,000 

55.000 

25,000 


Inventories 

166,000 

120,000 

46,000 


Fixed Assets: 





Equipment 

600,000 

450,000 

150,000 


Buildings 

500.000 

400.000 

1 100.000 


Land 

150,000 

100.000 

50.000 


Deferred Charges 

110,000 

90.000 

! 

20,000 


Total Assets 

1.841,000 

1.476.000 



L 1 .A.BILITIES 

Current Liabilities: 




! 

! 

Accounts Payable 

35.000 

47,500 

12,500 

! 

Taxes and Pav-Rolls Accrued 

16,000 

16,500 

500 

1 

' 40,000 

Income Tax Pavable 

80.000 

40,000 


Fixed Liabilities: 

Bonds Payable (10 year, T'F) 

100,000 

100,000 


j 

Valuation Reserves:* 




; 60,000 

Reserve for Depr. of Equip. . . 

160.000 

100.000 


Reserve for Depr. of Building 

80,000 

55,000 

1 

1 25,000 

Proprietorship 

Capital Stock, $100 par 

1,200,000 

1,000.000 

1 

1 

! 200.000 

Premium on Capital Stock 

30,000 


1 

) 

j o0,000 

Reserve for Bond Sinking Fhind . 

80.000 

70.000 


10.000 

Surplus 

60.000 

47,000 

lo.UUU 

* 

Total Liab. and Prop 

1.841,000 

1,476,000 

419.000 



419,000 


‘Because of the columnar arransrement, which makes the subtrapnon -l „ “ 

items from the correspondintt assets inconvenient, the ^mluation items ai s 
addition to the liabilities and the proprietorship. 

Comparative Balance Sheet Showing for Each Balance Sheet Item the 
Excess of Debits or Credits During the Period 


By refei'ence to the profit and loss statement for 1950 and to ac 
coimts in the general ledger, it is possible to provide the data for a 

complete source and application of fimds statement. Footnoues on ^ e 

1050 profit and loss statement show the amounts of depreciation in- 
cluded in manufactm'ing, selling, and admimstratit e opera ons. 
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Ledger accounts will sho^ that 2 000 shares of common stock l^e^e 
sold at $115 and that equipment, building and land were purchased at 
costs of $150,000, $100,000, and $50,000 rcspectuelj The source and 
application of funds statement for the Fisher Manufacturing Companj 
for the j ear ended December 31, 1950, is shown belou 


FISHER ilA^UFACTURIVG COMPAW 
SoOTCE AND Application of Funds Statement 
For tkp 1 far Ended Dfcemcer 31 19o0 


1 

Source of Funds 



By Net Profit after Provasion for Income Tax 

173 000 


Depreciation of Plant 

85 000 


Sale of Capital Stock (2 000 shares at $11 d) 

230 000 


Total 

488 0)0 


Application op Funds 



To Net Increase m U orking Capital (Schedule A) 

18 000 


Purchase of Equipment 

150 000 


Purchase of Building 

100 000 


Purchase of Land 

50 000 


Payment of Dividends 

150 000 


Increase m Deferred Charges 

20 000 


Total 

488 000 


Source and Application of Funds Statement 

QUESTIONS 

1 ^ hat accounting information regarding a business is omitted from the 
balance sheet and the profit and lo:^ statement‘s 

2 Doc> the source and application of funds statement supplement the 
balance sheet or the profit and lo-vs statement‘s Explain 

3 Dunng depre sions many corporations continue to declare and pay 
di\ idends e\ en though they show small annual operating lo-^^s How could 
dmdenda bo declared under these circumstances'^ How could dividends 
be paid without borrowing’ 

4 T\hy IS the tabulation of operating data more informative than the 
cumulative profit and loss statement’ 

5 The Jones Mfg Co declared a 100% stock dividend At the end of 
the following year it had available fora dividend an amount of cash eqt^ 
to that paid as a dividend before the declaration of the stock dividend 
T\Tiat effect did the stock dividend have on the rate of the cash dmdendT 
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6. An cipplicntion of funds stcilcmcnt shows largo incroases in notos 
payable and accounts payable and large increases in accounts receivable 
and inventories. Is a favorable or an unfavorable condition indicated? 

7. The source and application of funds statement for The X Mfg. Co. is 
shown below: 


THE X MFG. CO. 

Source and Application op Funds Statement 
For Year Ended December 31, 19 -- 


Source op Funds 

Application op Funds 

Cash 

40,000 

00 

Accounts Receivable. . 

70,000 

00 

Notes Payable 

60,000 

00 

Tiiveniorips 

80,000 

00 

Bonds Payable 

300^000 

00 

Equipment 

150,000 

00 

Surplus 

loiooo 

00 

Buildings 

loo'ooo 

00 





Total 

400,000 

00 

Total 

400,000 

00 






Does the statement illustrate an expanding or a contracting business? 

8. If the Fisher Manufacturing Company had begun operations on 
January 1, 1939, with $600,000 in cash, how would a source and applica- 
tion of funds statement for the twelve-year period from January 1, 1939, 
to December 31, 1950, differ from the balance sheet shown on page 597? 
Explain. 


PROBLEMS 


1. The balance sheets of the Curtis Corporation for 1949 and 1950 were: 

December 31 


Assets 

Cash 

Accounts Receivable 

Merchandise Inventory . . . , 
Plant 


Liabilities, Valuation Reserves, 

Accounts Payable 

Bonds Payable 

Reserve for Depreciation of Plant 

Common Stock 

Surplus 


1950 

1949 

$ 45,000 

$ 30,000 

42,000 

50,000 

33,000 

20,000 

150,000 

100,000 

$270,000 

$200,000 


AND Proprietorship 


$ 12,000 

$ 15,000 

60,000 

20,000 

19,000 

10,000 

120,000 

100,000 

59,000 

65,000 

$270,000 

$200,000 
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The surplus account on December 31, 1950, n'as as follows: 


1950 

June 20 Cash di\idend 


Surplus 


12,000 


1949 

Dec 31 Balance 55,000 

1950 

Dec. 31 N'et profit 

after income tax 16,000 


A plant expansion of $50,000 was completed on Januarj 2, 1950 
Depreciation is computed at S% a jear 

Sold 200 shares, common stock at par, $100 


Inslrueiions Prepare a source and application of funds statement with a 
supporting schedule for v,orking capital 

2. The balance sheets of Beaumont, Inc. for 1949 and 1950 are as follows* 

December 31 


Assets 

1950 

1949 

Cash 

$ 63,000 

$ 35,000 

Merchandise lnNentor> 

97,000 

45,000 

Equipment 

105,000 

100,000 

Buildings 

150,000 

100,000 

Land 

45,000 

20,000 


$460,000 

$300,000 


' 


Liabilities and PpoPRiETORsnip 

Reser\ e for Depreciation of Equipment 

S 20,000 

$ 10,000 

Bonds Pa> able 

100,000 


Rcser\ c for Depreciation of Buildings 

7,500 

3,000 

Capital Slock 

200,000 

200,000 

Surplus 

132,500 

87,000 


$460,000 

$300,000 


The equipment accounts and the surplus account on December 31, 
1950, were as follows (Note the sale of equipment on January 2, 1950 ) 


Equipment Account 


1949 


1950 

5,000 

Jan 2 Onginal cost 

1950 

100,000 

Jan 2 Sale of equipment 


Jan 2 Additions cost 

10,000 
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1950 


1949 


Jan. 2 Sale of equipment 

500 

Dec. 31 10% depreciation 
1950 

10,000 



Dec. 31 10% depreciation 

10,500 


Surplus 


1950 


1949 


Jan. 2 Loss on equip, sold 

500 

Dec. 31 Balance 

37,000 

Dec. 16 Cash diwdend 

12,000 

1950 




Oct. 15 Write up of land 

25,000 



Dec. 31 Net profit for year 

33,000 


Additions were made to buildings on Januai-y 2, 1950, in the amount 
of $50,000. Annual depreciation is computed at the rate of 3%. 

Instnidions: Prepare a source and application of funds statement vitli a 
supporting schedule for worldng capital. 

3. The tabulation of operating data for Fi*eeman Products, Inc. is shown 
below. This tabulation covers the five-year period ended on Decembei* 31, 
1950. On December 31, 1946, the corporation had outstanding 5,000 
shares of common stock, each share having a par value of $100. 

FREEMAN PRODUCTS, INC. 

Tabulation of Oper.a.ting D.at.a 
For Five Ye.ars Ended on December 31, 1950 




Net 






Net 

Profit 

R.atio of 

Dividends 

Profit 

Dividend 

Ye.\r 

Sales 

After 

Income 

Declared 

Rein- 

R.ate 



Income 

TO Sales 


ATESTED 




Tax 





1946 

$ 600,000 $ 

: 60,000 

10% 

$ 50,000 

$10,000 

10% 

1947 

750,000 

90,000 

X 

X 

X 

X 

15% 

1948 

900,000 

10% 

X 

X 

10% 

1949* 

900,000 

135,000 

X 

X 

130,000* 

X 

X 

1950 

900,000 

15% 

90,000 

X 

X 

Totals $4,050,000 

X 


X 

X 



*The dividend for 1949 included a stodv dmdend of 20 Sc declared in Janiiarj of that 
ye.'ir. All cash di\’idends declared in that year applied to the new stock as well as to 
the old. 

Indntclious: (1) Supply the data omitted in the tabulation and indicated 
by an X. 

(2) During the five-vear period the gross profit on sales amounted to 
?1, 650, 000, and the selling and administrative expenses were i>S00.000. 
Assuming that the average income tax rate \yas 40 construct a cumulatu e 
profit and loss statement for the five-year period ended on December 31, 1^ oU. 


APPENDIX A 

SUPPLEMENTARY PROBLEMS 

CHAPTER 1 
Problem 1-A 

This problem may be completed tn the icorlbook in the space promded 
for Problem 2, Chapter I 

Gilbert Mjers bought land, erected a theater building, and earned on 
operations for the month of December Record the following transactions 
m tabular form similar to that used m Question 7 at the end of Chapter I 
The headings to be used are 

Assets Liabilities + Pfopnetorebp 

Cash+Equip +Bldg ‘A-Land = AccountsPaj +MortgagePa>. 4- Gilbert M} e*a 

(a) Invested cash, $10,000 
(bl Paid cash for land. $2,500 

(c' Constructed a theater biulding costing $15,000, pajmg $5,000 cash 
and gluing a mortgage for $10 000 

(d) Purchased equipment on open account lor S12,000, mafctng a down 
pajment of $2 000 cash, the balance to be paid $2,500 a month 

(e) Cash receipts for December were $15,000 

(f) Paid cash for operating expenses for the month, $10,500 

(g) Made the monthlj pa> ment required in (d) 

(h) Withdrei^ $1 000 for personal use 

(1) Did propnetorship increase or decrease from transactions (a) to (b) 
and b> hofl. much*’ 

(2) Anal>ze the elements causing the increase m propnetorship, na’ce!^ 
net operating proSt and dranmgs 

Problem 1>B 

This problem may be completed tn the vorf-bool in the space pronded 
for Problem 3, Chapter I 

John Wilion opens a meat market. He will '^11 on account, customers 
to pay in the /olJowjng month Record the fohomng teansactJon.> for 
June m tabular form similar to that u>ed in Question 7 of Chapter I 
The headings to be used are as follow* (headings are anticipated for July 
transactions): 

Assets = liabilities + Proprietorship 

Cash+Accts Rec +ifdse -fEquip = Acets Pa>. + John Wilson 

(a) In\e3ted cash, $25 000 

(b) Paid cash for equipment, $10,000 

(c) Purchased irerchandise on account, $18,000 

(d) Sold merchandise costing $15,000 for $25,000 on accouat. 

(e) Paid cash for operating expenses, $5,000 
({} Paid accounts pa} able, $7,500 

(g) Withdrew cash, $1,500, 
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Mr. Wilson decides to increase his business. He plans to handle 
gi'oceries and vegetables, which will require additional equipment and 
sales clei'ks. Record the following transactions for July; 

(h) Invested additional cash, ?o,000. 

(i) Purchased additional equipment on account, $5,000. 

(j) Collected cash on accounts receivable, $22,500. 

(k) Purchased merchandise on account, $23,000. 

(l) Sold merchandise costing $24,000 for $40,000 on account. 

(m) Paid cash for operating expenses, $6,000. 

(n) Paid accounts payable, $16,500. 

(o) Withdrew cash, $2,000. 

(1) What were the amounts in the proprietorship column after trans- 
actions (a), (g), and (o)? 

(2) What was the net increase in proprietorship for June? for July? 
What were the elements causing the increases? 

(8) What figures in the above transactions will indicate whether or not 
the expansion was profitable? 


CHAPTER 2 
Problem 2-A 


This prohhm may he completed in the ivorkhook in the space provided 
for Prohlcm 2, Chapter II, 


On Decembei- 31, 1950, the end of a fiscal year, the assets and the 
liabilities of Harold Morgan ai'e as follows: 


Accounts Payable 

. $14,500 

Office Equipment 

. . . . $ 6,000 

Accounts Receivable 

, 10,000 

Office Supplies 

. » . , 1,300 

Building 

, 12,000 

Prepaid Insurance 

1,800 

Cash 

2,000 

Store Equipment 

23,000 

Land 

4,000 

Store Supplies 

1,900 

Merchairdise Inventory . . 
Mortgage Payable 

. 18,000 
5,000 

Wages Payable 

.... 500 


At the beginning of the fiscal period on Januai'y 1, 1950, Harold 
l^Iorgan’s capital was $58,000. During the year- he vithdrew $13,400. The 
business showed a net incorrre for the year of $15,400. 

Inslnictions: (1) Prepare a balance sheet in account form showing 
Morgan’s financial condition on December 31, 1950, in accordance vnth le 
illustration on pages 28 and 29. 


(2) Compute the following; 

(a) Current ratio. 

(b) Fixed ratio. 

(c) Owmer’s equity. 

(d) Creditors’ equity. , 

(e) Earning on capital (assume Mr. hlorgan s 

$800 a month). 

(3) What is the worldng capital? 


serwees are w-ortli 
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Problem 2 B 

This prohlem may be eompleted in the tcorkhook tn the space prc>rt<frd 
/or ProMcjjj S, Chapter II 

H A Samuel in^ ested the following assets in a television and radio 
equipment store cash, $5,000» merchzmdise imentorj, $20,000 Pno- 
to opemng on September 1, 1950, he completed the following transactions 

(a) Purchased building, $17,000 paying $3,000 cash and gimg a ino*t* 
gage for the balance 

(b) Purchased store equipment $3 500, paying $1,000 cash and the 
balance on account 

(c) Paid cash for store supplies $150 

(d) Purchased additional merchandise on account, $5,000 
In^trueitons (1) Prepare a tabulation of the foregoing transactions in an 

equation form similar to that used in Question 7 of Chapter I The following 
headings are required Assets — Cash Merchandise In\ entory , Store Equip- 
ment Building, Store Supplies Liabilities — Accounts Payable Mortgage 
Payable Proprietorship — H A Samuel 

(2) Prepare a classified balance sheet as of September 1, 1950 


CHAPTER 3 
Problem 3 A 

This problem may be completed tn the vorlbool in the space pronded 
for Problem 2, Chapter III 


The following data include the income and the expenses of illiam 
E\ ans for the si^ month period ended October 31 of the current year 


In%entorj, May 1 

$ 10 000 

Adiertising 

$ 230 

InsentoTy , October Z\ 

som 

Rent Expense 

4S00 

Sales 

200 000 

Store Supplies U«cd 

10^0 

Purchases 

150 000 

Office Supplies Used 

500 

Freight In 

10 000 

Expired Insurance 

1,200 

Salaries of Sales Clerks 

24 000 

Misc Selling Expense 

150 

Office Salaries 

8,000 

Misc General Expense 

100 


Jnslrueiions (1) Prepare a classified profit and loss statcirent for the 
BIX month period 

(2) Obtain the follownng ratios 

(a) Cost of goods sold, gross profit on sale®, total operating expenses, 
and net profit from operations as a percentage of sales 

(b) \SoTlnng capital tunio%cr (woiVing capital is $20 000) 

(c) Merchandise tumoxer 

(d) Aierage age of recei\ables (accounts receiiable $20 000) 
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Problem 3-B 

This proUem viay be completed in the workbook in the space provided 
for Problem 4, Chapter III. 

On August 1 of the current j'-eai’ Robert Eddy invests ?19,000 in cash 
and $11,000 in mei’chandise in a retail fur store. On August 31 his account- 
ing records show the following assets, liabilities, capital, income, and ex- 
penses: 


Cash 

. $ 7,000 

Purchases 

. . $76,000 

Accounts Receivable 

9,000 

Freight In 

. . 2,000 

Merchandise Inventory. . . 

14,000 

Sales Salaries 

6,750 

Store Equipment 

11,000 

Advertising Expense . ... 

750 

Office Equipment 

8,000 

Store Supplies Used. . . . 

. . 1,000 

Store Supplies on Hand . . 

500 

Misc. Selling Expense. . . . 

200 

Office Supplies on Hand. . . 

200 

Rent E.xpense 

. . 3,750 

Prepaid Insurance 

300 

Office Salaries 

1,800 

Accounts Payable 

. 10,000 

Office Supplies Used 

200 

Robert Eddy, Capital, 


E.xpired Insurance 

300 

August 1 

Sales 

30,000 
, 100,000 

Misc. General Expense . . . 

250 


Instructions: (1) Prepare a classified profit and loss statement for the 
month. 

(2) Prepare a classified balance sheet as of August 31. 

(3) Compute the follovdng: 

(a) Current ratio. 

(b) Ovmer’s equity. 

(c) Creditors’ equity. 

(d) Worlving capital. 

(e) Merchandise turnover. 

(f) Worldng capital turnover. 

(g) Earnings on capital (assume Mr. Eddj’’s ser\’ices are worth 
$4,000 a month). 

(h) Cost of goods sold, gross profit on sales, total operating expenses, 
and net profit as a percentage of sales. 


CHAPTER 4 
Problem 4-A 

This problem may be completed in the workbook the space provided 
for Problem 2, Chapter IV. 

Phyllis Caraell plans to opei'ate the Fairfax Stenographic Sernce. The 
nccounts in her ledger' are: Cash; Accoiuits Receivable; Equipment, 
Supplies; Prepaid Insurance; Notes Payable; Accounts Payable; Phyllis 
Cai'nell, Capit-al; Phyllis Cai'nell, Pei'sonal; Stenogi’aphic Fees; Salaries, 
Rent Expense; Utilities; Miscellaneous Expense. 

Polloving are the ti’ansactions for June of the current year, the first 
D^onth of operations: 
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(a) In\ested cash, $750 

(b) Purchased equipment for $1,000, giving S150 cash and a note payable 
for the balance 

(c) Purchased supplies on account, $300 

(d) Paid rent for the month, $125 

(e) Cash receipts for the first »cek, $250 

(f) Paid salaries, $145 

(g) Purchased insurance on account $100 

(h) Paid cash for supplies, $50 

(i) Cash receipts for the second week. $300 
0) Paid salanes, $150 

(k) Purchased additional equipment for cash, $75 

(l) Paid telephone bill, $25 (Miscellaneous Expense) 

(m) Cash receipts for the third week, $350 

(n) Paid salanes, $200 

(o) Purchased additional equipment on account, $375 

(p) Paid cash for supplies $35 

(q) Cash receipts for the balance of the month, $325 

(r) Paid salanes, $175 

(s) Paid accounts pa> able $125 

(t) Paid utilities, $20 

(u) Billed clients for work done and charged the accounts receivable 
account, $500 

(v) Withdrew $400 

/nelrHdione (1) Record the foregoing transactions in “T” accounts. 
Identif> each debit and each credit b> the letter given for that transaction 
(2) Prepare a trial balance as of June 30 of the current >ear 


Problem 4'B 

Thi$ prohUm may be completed tn the trorkbook tn the spau prorided 
for Problem S, Chapter IV 

Stanley Steams operates the 4-S Catenng Service The accounts m 
his ledger are Cash, Catenng Equipment, Delivery Equipment, Catenng 
Supplies, Prepaid Insurance, Accounts Pajable, Stanley Steams, Capital, 
Stanley Steams, Personal, Catenng Income, Food Purchases, Salanes, 
Rent Expense, Gas, Oil, and Delivery Repairs, Utilities; Laundry, 
Miscellaneous Expense On February 1 of the current jear Mr Steams' 
assets, liabilities, and propnetorship were as follows: 


Cash 

$ 2,000 

Catenng Equipment 

5,000 

Deliver) Equipment 

10,000 

Catenng Supplies 

1,500 

Prepaid Insurance 

500 

Accounts Pa>able 

3 000 

Stanley Steams, Capital 

10,000 


7ns/rwe(ion« (I) Open 'T' accounts for all of Mr Steams’ accounts. 
(2) Record the beginning balances in the appropnate accounts Identify 
the balances in these accounts by "Bal ” 
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During the montli of Februai-y the followng ti-ansactions were com- 
pleted: 

(a) Paid rent for the month, ?300. 

(b) Purchased catering supplies on account, 5500. 

(c) Purchased food on account, 51,300. 

(d) Cash receipts for first week, 53,500. 

(e) Paid salaries, $1,250. 

(f) Purchased additional catering equipment on account, $1,000. 

(g) Paid cash for insurance, $100. 

(h) Cash receipts for second week, $2,500. 

(i) Paid salaries, $1,250. 

(j) Purcliased food on account, $600. 

(k) Purchased additional delivery equipment for $2,000, giving $500 cash, 
balance on account. 

(l) Cash receipts for third week, $2,800. 

(m) Paid salaries, $1,250. 

(n) Paid accounts payable, $5,000. 

(o) Paid telephone bill, $40. (IMiscellaneous Expense) 

(p) Purchased food on account, $2,100. 

(q) Paid laundry, $35. 

(r) Cash receipts for fourth week, $3,200. 

(s) Paid*salaries, $1,250. 

(t) Paid gas, oil, and delivery repairs, $275. 

(u) Paid utilities, $50. 

(v) "Withdrew $800. 

Instructions: (3) Record the transactions in the "T” accounts. Identify 
each debit and each credit by the letter given for that transaction in the list 
of transactions. 

(4) Take a trial balance as of the last day of February of the current year. 


CHAPTER 5 
Problem 5-A 


This problem may be completed in the icorkbook in the space provided 
for Problem S, Chapter V. 


Bnice Adair operates a realty company, handling the selling and 
I'onting of real estate for a commission. The balances in the ledgei ac- 
counts on Decembei- 31, 19 — are as follows: 


Cash 

Commissions Receivable 

Equipment 

Supplies 

Eropaid Insurance 

Prepaid Rent 

Rotes Payable 

Accounts Payable 


$ 8,000 

2,000 

5.000 
455 
720 

1.000 
1,800 

325 


Bruce Adair, Capit.al 

Bruce Adair, Personal 

Goinmissions Earned 

Commissions to Salesmen. . . 

Office S.alaries 

Rent Expense (11 months) . . 

Utilities 

Miscellaneous Expense 


$ 9,835 
12,000 
51,500 
25.000 
2,400 
5.500 
550 
835 
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Adjustments for the j ear are: 

Supplies on hand, ?300 
Expired insurance, $360 

Prepaid rent reprc'ents first and last months’ rent o! a two-jear lease, 
starting Janua-j 1 of the current jear 
Cotnrm^ions pa% able to salesmen, $750 

Instrvdion* (1) Prepare a 10-column work sheet fo* the annual penod. 
Identih corresponding debits and credits in the adjustment colurrjis with 
the same letter 

(2) Prepare a profit and Joss statement and a balance sheet in repo-t fo**a, 

(3) (a) hat per cent of commissions earned is paid to salesmen’ 

(b) ^Tiat percentage of gross income is retained b> Jlr \daif! 

Problem 5-B 

This pTohlem may be completed t« the irOTkbool in the space prondei 
for Problem 4, Chapter V 

On October 1 of the current >ear Moms Lask'^ opened the Lasky 
X-Ray Laboratory The accounts in his ledger are as follows. Cash, 
Accounts Recei%able, Laboratory Equipment, Laboratory Supplies, Pre- 
paid Insurance, Prepaid Rent, Note® Pa^able, Accounts Payable; Moms 
Las\rk, Capital, Moms Laak%, Pmonai, X-Ray VaboratoTy Fees, Tech- 
nicians’ Salanes, Utilities, Miscellaneous Expense 
During the month of October the transactions were. 

(a) In\e«ted the following Cash, $l,8o0. Laboratory Equipment, IS, (K*0, 
Laboratory Supplies, $650 Notes Payable, $3,000 

(b) Paid cash for four months’ rent m advance, $1,000 

(c) Purchased laboratory equipment on account, $625. 

(d) Paid cash for insurance, $360 

(e) Purchased laboratory supplies on account, $135. 
ff) Cash receipts, $1,200. 

(g) Paid two weeks technicians* salanes, $750 

(h) Paid cash for laboratory supplies, $65 

0) Paid cash for telephone $35 (Miscellaneous Expense)- 
0) Ca«h receipts $1 800 

(k) Paid two weeta technicians’ salaries, $750 

(l) Purchased laboratory supplies on account, $50. 

(ml Paid cash for utilities, $60 

(n) Withdrew $600 

(o) Laboratory fees not paid for, $500 

At the end of the month the following adjustments were required: 
Laboratory supplies on hand, $450 
Expired insurance, $30 

Rent — assume that transaction (b) occurred on October 1. 

Technicians’ salanes pay able, $375 

Instrueitont (1) Record the foregoing transactions m *‘T" acew-ats. 
Identify corresponding entnes by the letter given for that transaction 

(2) Prepare a trial balance as of October 31 in the first two co’usms c'a 
10-column wo-k sheet 

(3) Complete the 10-coIuron wo-k sheet 

(4) Prepare a profit and loss statement and a balance sheet m repo-t fo^ 
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CHAPTER 6 
Problem 6-A 

Tim problem may he covipleted in the workbook in the space provided 
for Problem 2, Chapter VI. 

ChcOi-les Canfield is the omier of the Children’s Amusement Pai'k. 
On Decembei- 31 of the current year the balances in his general ledger 
accounts are as follows: 


Accounts Payable 

$ 575 

Miscellaneous Expense . . . 

.. $ 325 

Buildings 

2,500 

Prepaid Insurance 

480 

Cash 

1,250 

Receipts 

. . 12,000 

Charles Canfield, Capital .... 

5,130 

Rent of Land 

. . 1,200 

Charles Canfield, Personal (dr.) 

3,600 

Salaries 

. . 4,500 

Equipment 

3,500 

Supplies 

350 


Adjustments: 

Supplies on Hand, $150. 

Insurance Expired, ?160. 

Salaries Payable, ^SSOO. 

Rent Payable, additional rent on land, 5% of receipts. 

Insirnctions: (1) Record the December 31 balances in the accounts. 
Accounts required for this problem are: Cash; Equipment; Buildings; 
Supplies; Prepaid Insurance; Accounts Payable; Salaries Payable; Rent 
Payable; Charles Canfield, Capital; Charles Canfield, Personal; Profit and 
Loss Summary; Receipts; Salaries; Rent of Land; Supplies Used; Expired 
Insurance; Miscellaneous E.xpense. 

(2) Prepare a trial balance in the first two columns of a ten-colunm work 
sheet and complete the work sheet. Prepare a profit and loss statement for 
the year and a balance sheet as of December 31 of the current year. 

(3) Record the adjusting and the closing entries, and post to the ledger. 
Close the personal account to the capital account. 

(4) Rule and balance the ledger accounts. 

(6) Take a post-closing trial balance. 


Problem 6-B 

This problem may be completed in the workbook in the space provided 
for Problem S, Chapter VI. 

Louis Franklin on September 1 of the current year commenced business 
as the Wilshire Landscape Architects. The following transactions took 
place during the month: 

Sept. 1. Invested cash, $10,000. 

1. Purchased two trucks for cash, $5,000. 

2. Paid the first four months’ rent, $1,000. 

4. Collected fees, $500. 

7. Paid insurance premiums for one year, $360. 

10. Collected fees, $400. 

12. Purchased equipment on account, $820. 

14. Paid two weelcs’ salaries, $900. 
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16 Collected fees, $350 

19 Paid cash for supplies, $240 

20 Collected fees, $250 

21. Paid cash for telephone and other mscellaneous expenses. $40 

24 Purchased supplies on account, $90 

28 Paid two XI eeks* salaries, $900 

28 Paid accounts pavahle, $470 

30 ithdrew $500 for personal use 

30 Billed fees, $2,400 (Debit Accounts Recei\-able ) 

End-of-month adjustments: 

Supplies Inxentorj, $50 

Prepaid Insurance and Prepaid Rent (see onginal transactions). 

Salaries Paj able for September 29 and 30, $300 

In*lTveUons (1) Record the beginning inxestment and the transactions 
in the journal, and post to the ledger The accounts required are: Cash; 
Accounts Receuable, Equipment, Trucks, Supplies, Prepaid Insurance; 
Prepaid Rent, Accounts Pa>able. Planes Payable; Louis Franklin, Capital; 
Louis Franklin, Personal, Profit and Loss Surnmar>; Fees, Salaries, Rent 
Expense, Supplies L'ed, Expired Insurance, Miscellaneous Expense 

(2) Prepare a tnal balance in the first two columns of a ten-column work 
sheet and complete the work sheet Prepare a profit and loss statement end 
a balance sheet m report fo-m for the month 

(3) Record the adjusting and the closing entries, and post to the ledge** 
Close the personal account to the capital account. 

(4) Rule and balance the ledger accounts. 

(5) Take a post-clo«uig tnal balance 


CHAPTER 7 
Problem 7~A 

Thts problem may be completed in fAe icorLbooL in the space pronJed 
for Problem 2, Chapter VJI 

Dunng Apnl of the current pear H F Rogers, owner of the Ubhtr 
Lamp Company, completed the following transactions: 

April 1. Iniested the following; Cash, $5,000; Store Equipment, $1.S00, 
Accounts Pa>able — Gumps, Inc. $1,000 (terms n/60, date o' 
in\oice March 31) 

2 Purchased additional store equipment on account from Gunps. Ire., 
inxoice dated Apnl 1, terma n/60, $500. (Kumber purchases 
from 601 ) 

5. Purchased rre'chandisc on account from Hollj-w ood Art Co . tr- 
%05ce dated Apnl 4, 2 10 eom, $150 
10 Purchased store supplies on account from X A V Semee Sjpp’ 
invo'ce dated Apnl 9, tenrs n ’30, $275 
10. Purchased p'crchandisc on account from National Lightirg Out- ts, 
in\o ce dated Apnl 20, 1/5 eom, $375 
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April 16. Purchased office supplies on account from Woodworth Stationery 
Co., invoice dated April 13, n/30, $85. 

16. Returned merchandise to National Lighting Outfits, $75. 

16. Purchased merchandise on account from Hollywood Art Co., in- 
voice dated April 15, 2 / 10 eom, $75. 

19. Purchased office supplies on account from Woodworth Stationery 
Co., invoice dated April 19, n 30, $35. 

20. Purchased merchandise on account from National Lighting Outfits, 
invoice dated April 19, 1.5 eom, $125. 

25. Purchased merchandise on account from Syhia Lamp and Shade 
Co., invoice dated April 24, 1 10, n 30, $2,400. 

25. Returned store supplies to X & Y Service Supplies, $25. 

27. Purchased merchandise on account from National Lighting Outfits, 
invoice dated April 27, 1 5 eom, $1,200. 

28. Purchased store supplies on account from X & Y Ser^e Supplies, 
invoice dated April 26, terms n 30, $350. 

29. Purchased merchandise on account from Ken Chinese Lamps, 
invoice dated April 28, 2,10, n/60, $550. 

Insirndions: (1) Record the above transactions in a purchases journal 
similar to the one illustrated on pages 122 and 123 and in a general journal. 

(2) Open the followfing accounts in the general ledger, using the page 
numbers indicated : 

Store Equipment Page 10 Accounts Payable Page 20 

Store Supplies Page 16 Purchases Page 30 

Office Supplies Page 17 Purchases Returns and 

Allowances Page 31 

Also open the following accounts in the accounts payable ledger: Gumps, 
Inc.; Hollywood Art Co.; Ken Chinese Lamps; National Lighting^ Outfits; 
Syhda Lamp and Shade Co.; Woodworth Stationery Co.; and X <fe 1 Service 
Supplies. 

(3) Post from the two journals to the accounts payable ledger and the 
general ledger (except Cash and H. F. Rogers, Capital). 

(4) Prepare a schedule of accounts payable. 


CHAPTER 8 
Problem S-A 

This problem moij be completed in the icorkbook tn the space proiidcd 
for Problem I, Chapter VIII. 

During August of tlie cuiTent year William IMuiTay, owner of a whole- 
sale novelt 5 ’- firm, completed the transactions given below. The terms ot 
all sales wei-e 2/10, n/30. 

August 2. Sold merchandise on account to George Hall, 130 Y . Oak Street, 
sale No. 102, $675. 
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August 9 


16 

18 

19 

21 

26 

28 

31 


Sold me’^bandise oa account to Warren Wills, 575 E 7tb Street, 
sale Ko 103, SSQ 

Sold me’xhandisc on account to Albert Smith, 8023 N l\ahjt 
Bhd.saleXo 104. $135 

Sold rrerchandise on account to George Hall, sale Ko 105 JQO 
Issued credit memorardum for $75 to George Hall for merchandise 
returned b> him 

Sold irercliaTidi*ie on account to John Thompson, 670 S 0’a"ge 
A\e,saIeKo 106 $850 

Sold merchandi'e on account to Albert Smith, sale Ko 107, $170 
Issued credit memorandum for $150 to John Thompson fo- 
merchandise returned bj hm 

Sold tnerehandi«e on account to John Thomp<5on, sale Ko 10^, 
$45 

Sold merchandise on account to arren ills, sale Ko 109, 


In^lrudions (1) Record the aboxe transactions m a sales journal similar 
to the one Uluatrated on page 129 and in a general journal 

(2) Open the following accounts in the general ledger, usmg the page 
numbers indicated 


Accounts Receu able Page 5 Sales Returns and Allon- 

Sales Page 27 ances Page 28 

Also open the foUoanng accounts in the accounts receixable ledger 
George Hall Albert Smth John Thompson, arren Wills 

(3) Post from the tao journals to the accounts receivable ledger and the 
general ledger 

(4) Prepare a schedule of accounts receivable 


Problem 8>n 

This probfem may 6c compfcfctf in the irorlwhoo)!: in the space prorufed 
for Problem 2, Chapter VIII 

Dunng December of the current jear the Spear Mercantile Co 
completed the following transactions The terms of all sales were 2 /lO com 
Dec 1 Sold merchandi«e on account to ABC Construction Co , Kansas 
Cit^ , sale Ko 705, $580 

3 Sold merchandise on account to Mdler Manulactunng Co , Chicago, 
sale Ko 706 $760 

6 Issued credit memorandum No 37 for $140 to ABC Cor«truction 
Co for merchandise returned bv it 

7. Sold merchandise on account to Fov-ler &. Jones, Denver, sale 
No 707, $2,500 

12 Sold merchandise on account to Towle Industries, Los Angeles, 
sale No 708, $1,250 

15 Issued credit memorandum No 38 for $100 to MiUe* Manufaetuneg 
Co lor merchandi'e returned bj it 

16 Sold merchandise on account to 4BC Construction Co , sale No 7W, 
$1,500 

19 Sold merchandise on account to J. W. Keere, New Ycrh, »1« 
No 710, $895 
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Dec. 21. Issued credit memorandrim No. 39 for $125 to Towle Industries for 
merchandise returned by them. 

21. Sold merchandise on account to Atlas Corporation, Baltimore sale 
No. 711, $3,055. ’ 

25. Sold merchandise on account to J. W. Keene, sale No. 712, $2,890. 

26. Sold merchandise on account to Brown, Inc.. Jackson%-ille sale 
No. 713. $695. 

29. Issued credit memorandum No. 40 for $55 to Atlas Corporation for 
merchandise returned by it. 

Ivsirndioiis: (1) Record the above tr.ansactions in a sales journal and a 
sales returns and allowances journal. 

(2) Open the followng accounts in the general ledger, usmg the page 
numbers indicated: 

Accounts Receivable Page 5 Sales Returns and Allow- 

Sales Page 2S ances Page 29 

Also open the following accounts in the accounts receivable ledger: 
ABC Construction Co.; Atlas Corporation; Brown, Inc.; Fowler and Jones; 
J. W. Keene; Aliller Alanufacturing Co.: Towle Industries. 

(3) Post from the two journals to the accounts receivable ledger and the 
general ledger. 

(4) Prepare a scliedule of accounts receivable. 


CHAPTER 9 
Problem 9-.A 


This 'prohhin may he completed in the icorkbook ui the space provided 
for Problem S, Chapter IX, 


111 this problem you are to record and post the transactions of Arthur 
Godfrey, who began business on August 1 of the emrent year. 

Instructions: (1) Open the following accoimts in the general ledger, 
using the page numbers indicated: 


Cash Page 

Accounts Receivable Page 

Store Equipment Page 

Office Equipment Page 

Store Supplies Page 

Office Supplies Page 

Prepaid Rent Page 

Accounts Payable Page 

Arthur Godfrey, Capital. . . Page 
Arthur Godfrey, Personal, . . Page 10 
Sales 


Sales Returns and Allow- 
ances Page 12 

Purchases Page 13 

Purchases Returns and 

Allowances Page 14 

Sales Salaries Page 15 

Office Salaries Page 16 

Alisc- General Expense Page 17 

Purchases Discount Page IS 

Sales Discount Puge 19 


Page 11 

(2) Open the following accounts in the accounts recei'vable ledger. 
Pairs; Bruce Jackson; Peter La^\■son; John tVylie. 


Janet 
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(3) Open the (o\Iov.inE actounts m the accounts pa\ablc ledger Walie* 
Crockelt Kellj Corporation Paul Lanrence, 'ttilliam Sn>der, Anlhoaj 
Tjler, ^\llIett Inc 

^4) Record the transactions in a purchases journal similar to the one 
illustrated on pages 122 and 123 a purchases returns and allonanees journal 
page 120 a sales journal page 129 a «ales returns and allowances journal, 
page 135, a cash receipts journal page 140 and a cash pajTnents journal 
page 145 Number the jmoicea for purchases on account the tn%oiees for 
sales on account and the credit memorandums issued beginning with 1 
Aug 1 In% ested §9 000 cash 

1 Paid rent for two rnonths $600 

1 Sold mercbandi«e on account to Janet Datrs, Baltimore $1 000 
The terms of aU sales on account are 1 10 n 30 

2 Purchased merchandise on account from Anthony Tjler Chicago 
$3 400 in\oice dated Aug 1 terms 1 10, n 30 

4 Purchased merchandise for cash $500 

5 Purchased store supplies on account from Kelly Corpomtioa 
Ncw'iorkCitj $51 in\oicc dated Aug 5, terms net 30 risj”* 

5 Receded credit from Anthony Tjler for merchandise returned to 
him $150 

Post from all journals to the accounts rocenable ledger and the 
accounts pajable lodger 

8 Received $990 from Janet Dairs for invoice of Aug 1 leas diseounL 

8 Sold merchandise on account to Bruce Jackson Kansas Citj, $700 

10 Purchased merchandise on account from \\i)liam Snjder, Detroit, 
$3 200 invoice dated Aug 9 terms 2 ID n 30 

10 Cash sales for Aug 1 10 $1 C50 

10 Sent a check to Anthonj Tjler m pajment of invoice of Aug 1 le*8 
the return of Aug 5 and less discount (Note that the amount of 
the return must be subtracted from the face of the invoice befo’e 
the discount is calculated ) 

11 Purchased ofTice equipment on account from \\illett Inc SanFran 
CISCO $1 500 invoice dated Aug 10 terms net60dajs 

13 Received credit from William Snjder for merchandise returned to 
him $120 

13 Sold merchandise on account to John W jlie Denver, $550 

13 Purchased oflice supplies on account from Willett Inc, $145, 
invoice dated Aug 13 terms, net 30 dajs 

Po«t from all journals to the accounts receivable ledger and the 
accounts paj able ledger 

16 Paid semimonthl) salaries as follows oflice salaries $170 sales 
salaries, $450 

16 Purchased merchandise on account from Anthonj Tjler $2 600, 
invoice dated Aug 13 terms I/IO, n/30 

18 Allowed John Wj he credit for merchandise returned $70 

18 Sent a check to W lUiam Snj der m pa> ment of inv oice of Aug 9 le^ 
credit for merchandise returned Aug 13 and less discount 

19 Received $70 cash for merchandise that was purchased fo' cash and 
later returned 

19 Received credit from Anthonj Tjler for allowance on damaged 
merchandise, $60 
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Aug. 20. Sold merchandise on account to Bruce Jackson, $900. 

20. Cash sales for Aug. 11-20, $1,550. 

Post from all journals to the accounts receivable ledger and the 
accounts payable ledger. 

22. Purchased store equipment on account from Walter Crockett, 
Houston, $1,300; invoice dated Aug. 20; terms, net 60 days. 

23. Sent a check to Anthony Tyler in payment of invoice of Aug. 13 
less allowance received on Aug. 19 and less discount. 

25. Allowed Bruce Jackson credit for damaged merchandise, $40. 

26. Purchased store supplies on account from Kelly Corporation, $70; 
invoice dated Aug. 26; terms, net 30 days. 

27. Sold merchandise on account to Peter Lawson, Miami Beach, $1,360. 

Post from all journals to the accounts receivable ledger and the 
accounts payable ledger. 

29. Received $700 from Bruce Jackson in payment of invoice of Aug. 8. 

29. Paid utility bills, $50. 

29. Purchased office supplies on account from Paul Lawrence, Cleveland, 
$80; invoice dated Aug. 29; terms, net 30 days. 

30. Sent a check to Kelly Corporation in payment of invoice of Aug. 5. 

30. Received $851.40 from Bruce Jackson for invoice of Aug. 20 less 
allowaiice granted on Aug. 25 and less discount. 

31. Paid semimonthly salaries as follows: office salaries, $170; sales 
salaries, $450. 

31. Withdrew $400 for personal use. 

31. Cash sales for Aug. 21-31, $1,500. 

Instructions: (5) Post from the six journals to the accounts receivable 
ledger, the accounts pajmble ledger, and the general ledger. 

(6) Prepare a trial balance as of August 31. 

(7) Prepare a schedule of accounts receivable and a schedule of accounts 
payable. 


Problem 9-B 

This problem may be completed in the workbook in the space provided 
for Problem 4, Chapter IX. 

Ralph Clai-k’s bank statement for June showed a balance of $1,110.25 
on June SO. His checkbook on that date showed a balance of $821.46. 

On comparing the canceled checks with his dieclc stubs he found that 
the follonnng checks had not been returned by the bank: No. 21o, $49. i5, 
No. 215, $25; No. 218, $130.50; No. 219, $90.89. He also discovered that 
one of the canceled checks. No. 208, for $32.50, had been recorded on the 
clieckbook stub as $52.50. A deposit of $221.50 on June 15 had not been 
recorded in the checkbook. A sertdee chai'ge of $1.35 and a counter chec - 
for $50 had not been recorded in the checlvbook. The checkbook r^ord 
included a deposit of $197.50, mailed to the bank on June oO, winch did 
not appeal' on the bank statement. 

Instructions: Prepare a reconciliation of the bank statement. 
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CHAPTER 10 
Problem 10 A 


This prohlan may he completed tn tie workhool. in the space pToviatd 
Jot Problem 2 Chapter \ 


The account balances m the ledger of Henrj C Abbott on 

June SO, 

the end of the fiscal j ear 

ucre as follow :> 

Cash 

$ 6 100 

Sales Returns and Allow 

$ 5 000 

Accounts Receiv able 

14 600 

I urchases 

126 000 

Merchandwe Inventory 

lo 000 

Freight In 

4 000 

Equipment 

5 000 

Sales Salanes 

11 "oO 

Store Supplies 

900 

Advertising 

4 100 

Offee Supplies 

500 

Misc Selling Expense 

3 500 

Prepaid Insurance 

900 

Office Salanes 

2 950 

Accounts Pajable 

10 100 

Rent Expense 

1800 

Henrj C Abbott Capital 

28 500 

Misc General Expense 

2 000 

Henry C Abbott Personal 


Purchases Discount 

2 400 

(dr ) 

1 200 

Sales D scount 

700 

Sales 

16a 000 



The data for adjustments at the 

end of the > ear are 



Merchandise inN entorj $2S 000 
Supplies m\entoncs 
Store suppl es $300 
Office supplies $100 
Prepaid insurance expired SCoO 
Prepaid advertising ?o00 
Accrued salanes 
Sales salaries $250 
Office salanes <o0 

Inslnieltons (1) Prepare an e ght-column work sheet for the jearl} 
fiscal penod 

(2) Prepare a classif ed proft and loss statement and a cla-ssifed I alance 
sheet 

(3) Record the adjusting entnes in a general journal 

(4) Record the rev ersing entnes as of the beginning of the new fiscal penod 


Problem 10 B 

This problem may be completed in the icorkbook tn the space pronled 
Jot Problem 3, Chapter \ 

The accounts and Ihcir balances m the ledger of Robert Mitchell at 
December 31 of the current jear were as foUowa 


Cash 

Accounts Recciv able 
Merchandise In\entor> 
Store Equipment 
Office Equipment 


$ 10 000 

Building 

$10 000 

30 000 

Land 

2 500 

40 000 

Store Supplies 

COO 

5 000 

Offee Supplies 

440 

1 500 

Prepaid Insurance 

965 
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Accounts Payable $ 28,000 

Salaries Payable — 

Taxes Payable — 

Mortgage Payable 8,000 

Kobert IMitchell, Capital 62,210 

Robert Mitchell, Personal 

(dr.) 3,800 

Profit & Loss Summary. . . — 

Sales 182,500 

Sales Returns & Allowances 2,500 

Purchases 146,250 

Freight In 6,000 

Purchases Ret. and Allow 1,250 

Sales Salaries 9,200 

Advertising 4,250 


Store Supplies Used. 
Insurance Expense on IMdse. ! 
Insurance Expense on Store 


Equipment 

IMisc. Selhng Expense $ 150 

Office Salaries 8,900 

Taxes. ... ’l 30 


Office Supplies Used — 

Insurance E.xpense on Office 
Equipment . , — 

Insurance Expense on Build- 
ing . . — 

Misc. General Expense 775 

Purchases Discount . . 2,000 

Sales Discount 1,000 


The data foi* adjustments on December 31 were as follows: 


Alerchandise inventory . . $56,000 

Inventories of supplies: 

Store supplies . . 230 

Office supplies . 170 

Prepaid insurance expired: 

On merchandise. $180 

On store equipmeirt 50 

On office equipment 15 

On building 120 365 


Salaries payable: 

Sales salaries SSOO 

Office salaries TOO 1,500 


Taxes payable .... 90 


Imtruciions: (1) Open an account in the ledger for each account listed. 
Enter the balances in the appropriate accounts under date of December 31. 

(2) Prepare an eight-column work sheet for the fiscal period. 

(3) Prepare a profit and loss statement and a balance sheet. 

(4) Record the adjusting entries in a general journal and post to the 
ledger accounts. 

(5) Record the closing entries and post to the ledger accounts. 

(6) Rule and balance the ledger accounts. 

(7) Prepare a post-closing trial balance. 

(8) Record the reversing entries as of January 1 and post to the ledger 

accounts. 


CHAPTER 11 
Problem 11-A 

Tin's prohicm map be completed in the irorl'book m the space proildcd 
Jot Problem 1, Chapter XI. 
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The notes receivable and notes paj’aWe accounts of J. B. Ra?e are 
given beloiv. A'^sume that each unp:ud note is paid on the date it h due. 


Notes Receivable 


19-- 


19 — 


May 7 5/3 — 60 day 69Ii 

1.800 

June 12 

900 

15 5 13—30 daj 8% 

900 



June 5 6 1 — 2 mo. 7% 

1.350 



17 6/1&— 30day69*o 

1,500 



July 3 7 6 — 30 day 6 9i 

750 



23 7 15— €0 day 8^c 

2.160 




Notes Payable 


19-- 


19- 


June 14 

1,500 

May 15 1—2 mo. 69^ 

3,000 



15 5 15— 30 day 69^ 

1,500 



June 9 6 7 — 60 day 79c 

2,250 



20 6 16— 30da> 89^, 

900 



July 9 7 9 —GO day 6% 

2,700 


1 

21 7 21— 30 day 69^ 

750 


ImtruetiOTta' Record the entnes required by these receipts and p3>*rents 
in a cash receipts journal and a cash payments journal columns similar 
to those illustrated m this chapter. 


Problem II*B 

This problem may be completed in Pie vorkbook in the space pronded 
for Probtevi 2, Chapter XI 

John A Nelson completed the transactions listed below, among others, 
during a three-month fiscal penod: 

Apr. 1 Recened from J E. Moore, a customer, a 60-day noa-interest- 
bearing note for 53,000, dated Apnl 1 

15 Discounted at the Central Trust Bank at 69c his own 90-da> note 
for 51,000 

18. Discounted at the Central Trust Bank at 69c the note rec«ved 
from J E- Moore, dated Apnl 1. 

20 Ga\eA E Rogers, a creditor, a 60-day, 69r note for $2,000. 

Ma> 2. Discounted at the Central Trust Bank at 69c a 69^ note for $4,000 
rccciied from D Engel on March 1. due in six months. 

11. Recenod from R. A Clark, a customer, a 20-day, 49o note fo' 
$6,000, dated May 9 

31. Receiied paj-ment from R. A. Clark for the note of May 11. 

June 2. Notified bj the Central Trust BanV. ol the dishonor of the note of 
Apnl 1 signed by J. E Moore. Paid the bank the face laluc of t^e 
note and a $5 protest fee. 

18. Paid amount owed on note issued to A. E. Rogers dated Apnl 20. 

24. Receii ed paj rrent from J. E. Moore for the note of Apnl I includ.'S 
interest of $12 from the date of matunty. 

Inttrudions: Record the transactions in a cash receipts jourral. a cash 
payments j'oumal, and a genera! joum^ like the ones in Chapter XI- Is 
discounting notes, use the actual number of da>'s to maturity. 
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CHAPTER 12 
Problem 12-A 

This prollov may he completed in the workbook in the space provided 
for Problem 2, Chapter XII. 

Tlie balances in tlie income and expense accounts of Donald Bourn 
for tlie yeai* ended December 31, before adjustments, ai-e: 


Sales $SS,000 

Purchases 74,500 

Sales Salaries 6,400 

Misc. Selling Expense 560 

Rent Expense 2.200 

Office Salaries 2,400 

!Misc. General Expense 700 

Interest Income. 300 


Adjusting entides based on the following information are required in 
ordei' to detei’mine tlie profit or loss for tlie yeaix 

(a) Merchandise inventories: January 1, $11,500; December 31, $17,680. 

(b) Office supplies used, $185. 

(c) Insurance on store equipment and merchandise, amount expired, $120. 

(d) Three months’ rent, $900, paid December 1 and charged to Prepaid 
Rent. 

(e) Additional sales salaries, $300; office salaries, $200. 

(f) Taxes payable, $75. 

(g) Interest for 15 dva,\*s at S per cent on a customer's note for $6,000. 

Insirnciions: (1) Prepare adjusting journal entries. 

(2) Open a profit and loss summary account and income and expense 
accounts. In addition to those listed above vith December 31 balances before 
adjustments, accounts will be needed for Expired Insurance on Store Equip- 
ment and Mercliandise; Tax Expense; and Office Supplies Dsed. Arrange 
these accounts in the proper order. 

(3) Record the December 31 balances in the proper accounts and posr to 
the profit and loss summary account and to the income and expense accounts. 

(4) Prepare a classified profit and loss statement. 


Problem 12-B 

This problem may be completed in the workbook in the space prondejd 
/or Problem S, Chapter XII. 

The balances in the ledga' accounts of N. Cole for the month ended 
31, 1950, before adjustments are: 
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Cash 

$ 6,720 

Sales 

$30 000 

Notes Receivable 

I 800 

Purchases 

15 400 

Merchandise Inventor> 

25 000 

Freight In 

600 

Store Supplies 

649 

Selling Expenses (Control) 

3 830 

Prepaid Insurance 

2 500 

General Expenses (Control) 

470 

Prepaid Rent 

3 000 

Interest Income 

29 

Notes Pajable 

15 000 

Interest Expense 

€0 

N Cole Capital 

15 000 




The data for adjustments are 

(a) Merchandise in\ent0f3, Ma> 31, $21,000 

(b) Store supplies used, $310 (Selling Expenses) 

(c) Insurance expired $60 (General Expenses) 

(d) Three months’ rent S3 000, paid Max 1 and charged to Prepaid 
Rent (General Expenses) 

(e) Additional sales salaries $500 (Selling Expenses) 

(f) Interest for 20 dajs at 6 per cent on customer’s note for SI 800 

(g) Interest at 6 per cent for 30 dajs on a note payable of $16 000 
/nsfriicfions (1) Prepare an 8-coIumn work sheet for the month ended 

Maj 31 1930 

(2) Prepare a profit and loss statement and a balance sheet. 

(3) Record adjusting closing, and reversing entries 


CHAPTER 13 
Problem 13* \ 

This problem may be completed m the iCorkbooK in the apace protided 
for Problem 1, Chapter XIII 

The following transactions were selected from those completed b} 
Lee Robertson 

Dec 31 1918 Recorded the provision for loss from bad debts at of sales 
of $300 000 

Maj 18 1949 ro‘e off the account of Alark Allen, $1,500, as uncollectible 
Sept 1, 1949 David Burke paid 60 cents on the dollar on his $500 account. 

The balance of the account was written off as uncollectible 
Dec 31, 1949 Recorded the provision for loss from bad debts at y> of 
of sales of $330 000 

Mar I 1950 )\rote off the account of Paul Derricks, $2,000, a-s uneol 
lectible 

Aug 16 1950 Received $200 from David Burke in pa>ment of his account 
wntten off on September 1, 1949 

Dec 31, 1950 Recorded the provision for loss from bad debts at ) > of 1*^ 
of sales of $525 000 

Inslnietwns (1) Record the foregoing transactions in general journal 
form 

(2) Open a reserve for bad debts account Post the journal entries to 
the account, and rule and balance the account at the end of 1949 and 1950 
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Problem 13-B 

This problem map he completed in the irorkbook in the space provided 
for Problem 2, C-hapter XIII. 

The account balances in tlie ledger of Hai-old Ruggles on December 31, 
tlie end of tlie fiscal yeai\ were as follows; 


Cash 8 

17,100 

Sales Returns and Allow. , . 

S 6.000 

Accounts Receivable 

45.000 

Purchases 

375,000 

Reserve for Bad Debts 

2.100 

FYeight In 

.9.000 

Merchandise Inventory 

4S.000 

Sales Salaries 

36.000 

Furniture and Fixtures 

IS.OOO 

Advertising . 

12.000 

Store Supplies 

3.000 

Misc. Selling Expense. . . . 

lO.SOO 

Ofiice Supplies 

l.SOO 

Office Salaries 

9.000 

Prep.aid Insurance 

2.400 

Rent...- . 

5.400 

Notes Payable 

30.000 

Misc. General Expense. . . 

6.300 

Accounts Pavable 

24.300 

Purchases Discount 

7.500 

H. Ruggles, Gapitnl 

61,800 

Interest Income 

600 

H. Ruggles, Personal (dr.) . . 

3.000 

Sales Discount 

2,400 

S.ale3 

486,000 

Interest Exnense 

1,500 

The data for adjustment 
Bad debts , } .1 of l^' of gross 

s are: 

Office supplies inventory*. . 

... S 300 

sales 


Expired insurance 

. . . l.SOO 

Mercliandise inventor.v 

872,000 

Prepaid advertising 

1,500 

Store supplies inventor.v , , . 

900 

Interest payable . 

800 


Insiniciions: (1) Prepare an S-column work sheer for the current year. 
(2) Prepare a profit and loss statement and a balance sheet. 

(8) Record the adjusting entries. 


CHAPTER 14 
Problem 14-A 


This problem map be completed in the irorkbook '.n the space provided 
for Problem S, Chapter XIV. 

Victor Rejmolds operates a frozen-food business. Diming the years 
1343-51 tbe following transacrions relating to his refrigerator displaj 
cabinets took place: 


Apr. 

Jul\' 


1, 1949. Purcliased one Alaska Cabinet for cash, 
life was 6 years. 

1. 1949, Purchased a Zero Case for cash, 84,000. 


200. The estimated 
The estimated life 


Pcc. 31, 1949. 


was o years. , , . . - 

The adjusting entry was made to record oepreoration lor .he 


1% 1, 1950. The Alaslva Cabinet -was traded in on a new Cold-Air Cabinet 
The list price of the new cabinet was 
allowed on the old cabinet and tne balance p.a -i,p 

new cabinet has .an estimated life oi i je.irb. i 
transaction as if the cabinet hao been sola it. . 
value.) 
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Dec 31 19o0 The adjusting entrj was made to record depreciation for the 
>ear 

July 1 19ol The Zero Case was sold lor S'* 400 cash and a new Frozen Air 
Case was purchased for cash $G 000 The new cabinet was 
estimated to ha\e a 6 >car life 

Dec 31 19al The adjusting entry was made to record depreciation for the 
>ear 

Jnsirucitont (1) Journalize the foregoing transactions 

(2) Open general ledger controlling accounts for Refrigerator Displa> 
Cabinets and Reser\e for Depreciation of Refngerator Di3pla> Cabinets. 
Post to the®o two accounts 

(3) Set up a separate account in the subsidiary ledger for each cabinet. 
After each transaction record all the necessary details m the subsidiary ledger 
accounts 

(4) Reconcile the balances in the two control accounts wtth the details 
found in the subsidiary cabinet ledger as of December 31 1951 

(5) Record the transaction of July 1 1950 according to the method 
required for income tax purposes but do not post to the accounts 

Problem 14 B 

Thts problem may be completed in the vorllook in the space pronded 
/or Problem 4 Chapter XIV 


The account balanco^ in the ledger of Max Samuel on December 31, 
the end of the fiscal > ear were as follows 


Cash 

$21 000 

Max Samuel Capital 

$100 000 

Accounts Rcccuablc 

74 480 

Max Samuel Personal (dr ) 

12 000 

Reserve for Bad Debts 

1200 

Sales 

400 000 

Merchandise Inventory 

CO 000 

Purchases 

340 000 

Store Fixtures 

40 000 

Freight In 

20 000 

Reserve for Depreciation of 


Sales Salaries 

12 000 

Store Fixtures 

8 000 

Advertising Expense 

8 000 

OfTce Fixtures 

8 000 

Misc Selling Expense 

4 000 

Re»erve for Depreciation of 


OfTce Salancs 

6 000 

OfTce Fixtures 

3 200 

Rent Expense 

7200 

Store Supplies 

8 000 

Misc General Expense 

6S00 

OfTce Supplies 

3 200 

Purchases Discount 

esoo 

Prepaid Insurance 

4 800 

Sales Discount 

1 410 

Notes Payable 

48 000 

Interest Expense 

3 0«0 

Accounts Payable 

72 800 



The data for adjustments are 


Bad Debts an additional of 1**^ Store supplies in% entory |1 COO 
of sales OfTce supplies Inventory $800 

Merchandise inventory, $100 000 Expired insurance $3 COO 
Depreciation of store fixtures 10*^ Interest accrued on notes pajab’e, 
Depreciation of ofT cc fixtures $280 

ln$1ruetion» (1) Prepare an 8-coluron work sheet 

(2) Prepare a profit and loss statement and a balance sheet. 

(3) Record the adjusting closing and reversing entnos 
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CHAPTER 15 
Problem 15-A 

Tins prohlcm man he computed hi the leorkhaok in the space prorided 
for Problem 1, Chapter ATI’. 

The followng transactions involving petty casli were completed by 
tlie Jeli'a-son Equipment Company dm-ing the month of August: 

Aiig. 1. Drew check No. 224 for $20 to establisli a petty easli fund. 

4. Paid $3.50 to have sales letters mimeograplied. 

6. Paid the charges on a telegram received. 90 cents. 

5. Paid $4.50 for twine for use in the store. 

10. Gave 50 cents to a boy for delivering a package to a customer. 

15. Gave Leon Wiedeiner $4.50 for painting an advertising poster. 

23. Paid 4S cents for having letters registered. 

29. Paid $3.75 for repairs on a typewriter. 

31. Drew check No. 256 to replenish the petty casli fund. 

Instructions: (1) Record the check to establish the petty casli fund in 
a check register. Enter the amount of the fund in a petty cash book liaidng 
the same form and columns as the book illustrated on page 259 of the text, 
and then record the payments in this book. 

(2) Total and rule the columns of the petty cash book and bring down the 
balance. Record the replenishing cheek in the check register, the general 
journal, and the petty cash book. 


Problem 15-B 


This problem map be completed in the leorkbooh in the space prorided 
for Problem 5, Chapter XV. 

D. Harrington's accounting records include a check register, a petty 
cash hook, and an insurance policy register similar to those illustrated in 
the text, and a two-column genera! journal. 

The following transactions were among those completed in August, 

1950: 


Aug. 


4. 


6 . 

S. 


Issued check No. 722 to est.ablish a petty cash fund, $50. 

Issued check No. 723 to Price, Inc. for August rent. $500. 

Issued check No. 724 in the amount of $240 to the Bedford Insur.ance 
Agency for Poliev No. $6549 with the Atlas Indemnity Co. ihe 
policy* dated August. 1, 1950, and eilective for one year, is a surety 
bond on Harrington^s employees and gives him protection of 5lt , 
Issued clieck No. 725 to Bedford Insurance Agency for two insur.ance 
policies. One policy. No. AI9S364, is with the Aetna Pi^ 

Co., covers merchandise for $140,000, has a prennum of $1,440. and 
is effective for three years from August 1. 19o0. The * 

No. P206S, is with the same company, covers equipment for $4L,uu, 
has a premium of $192, .and is effective for one year from August 1. 

1950. ^ ^ 

Paid $10 out of petty cash for stamps (Otnee Supphc.sb 

Issued check No. 726 for $10,000 in payment of a note pa>.alle to 

the City National Bank. 
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Aug lO paid fron pett> ca^h express chaises of la on a s^ip~ient of ire 
chandi«e recei\ed (Freight In) 

12 Pa d 13 from pettj cash for a telegram. 

14 Spoiled check No 727 

14 Issued check No 728 to Rue'S Manufacturing Co for in\o ce cf 
16 000 less 2^ discount. 

17 Paid II from pettx cash fo" messenger Ec*mce. 

19 Paid IS from pett> cash fo*- f’owe's used dunng the month n 
counter disp!a\s (Misce’Iaiieoi.s Selling Expense) 

24 Issued check No 729 to Sellers Inc. fo- in\oiee of IS 000 less 
di'^count, 

26 Paid la from pett> cash for repairs to- cash register (ilisce^a-eoj 
•filing Expense) 

31 Spoiled check No "SO 

31 Issued check No '"31 fo- salaries and 'Rages of 11 CaO 
31 Issued check No ”32 to replenish the petti cash fund 
31 Issued check No ”33 to D Ilamngton for personal use $450 

/ns'rue/ioBs ( 1 ) Record the foregoing transactions For pe'ti cash 
replenishment rule and foot the pettj cash bool and prepare a gere-al 
journal entn for the expense dis nbution 

(2) Enter and dist-ibute insurance policj p-emiums for the balance of 
the jear Prepare a journal entrj to adjust prepaid jnsumce on Augus* 31 

(3) Rule and foot the check register 

(4) The bank st3t€r"ent for August shows an August 31 bank balance of 
$16 800 11 ith the exception of Nos ”29 and 733 all checks tie-e re'ureed 
with the statement The cash account has an August 31 balance of I® 430 
Prepare a bank recorciliation. 


CHAPTER 16 
Problem 16-A 

This problem may he compfefed in the vorlhoof in the space premded 
/or Problem 2 Chapter \ VI 

Norman Paul opened a retail grocery buxines? on June 1 He trill use 
the toucher svstem All bill> are to be paid upon receipt o' inioce cc 
uithm the discount ptnod The follownng transactions were selected 
from IhO'O completed dunng June 

June 1 Issued check No 1 for 1200 to Ralph, Inc, in pajnaent of s*o*e re-* 
for June (Number the \oucbe-s beginning with 1 ) 

1 Bought store equipment from Beclett Equipment Co., 13 000, 
terms 2/10 n 30 

1 Issued check No 2 fo*- {CO to the ABC Produce Co fo- fruiJ and 
TCgetables 

2. Issued checl No 3 for 1150 toll F Ne’son fo- 8‘o-e *upp’ es 
2- Bought grocenes from Actre Who’esalc Grocc-j Co., 1609, te-ms 
2/10, n/30 
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June S. 


8 . 

S. 

9. 

10 . 


10 . 

12 . 


13. 

15. 

15. 

IS. 

20 . 

oo 


30. 

30. 


SO. 


Purchased office equipment from the Steele Co. $500: terms 4 '10 
jj /SO. ' ’ 

Issued check No. 4 for $120 to Browm. Inc. for fruits and vegetables. 
Bought groceries from Lantin Corp., $51$: terms 2 10, n 30. 

Issued check No. 5 in payment of voucher No. 2. 

Issued check No. 6 for $69 to the Office Supplies Corporation for 
office supplies. 

Purchased groceries from the Anderson Co.. $354; terms 2 10, n -30. 
Issued clieck No. 7 in payment of^voucher No. 5 and check No. S in 
payment of voucher No. 6. 

Issued check No. 9 in payment of the semimontlilv pavroll as 
follows: Office Salaries, $40; Sales Salaries. $50. 

Issued check No. 10 for $38 to ABC Produce Co. for fresh fruits and 
vegetables. 

Purchased groceries from the Elite Canning Company, $635; 
terms 2 ■■'10, n, '30. 

Issued check No. 11 in payment of voucher No. 8. 

Issued check No. 12 in payment of voucher No. 10. 

Purchased fresh fruits and vegetables from the ABC Produce Co., 
$220; terms 2 -'10, n 30. 

Issued check No. 13 in payment of the seimmonthly payroll as 
follows: Office Salaries, $40; Sales Salaries. $50. 

Issued checks as follows: 

No. 14, City Power and Gas Co., $20. 

No. 15, Valley Dairy for purchases during the month, $313. 

No. 16, Bell Telephone Co., $15. 

Norman Paul withdrew by check No. 17 $250 for personal use. 


Ivsiruclions: (1) Record the June transactions in a voucher register and 
a check register like the ones illustrated on p.ages 276, 277. and 279. 

(2) Total and rule the voucher register and the check register. 

(3) Post the totals of the vouchers payable columns to rhe vouchers 
payable control account. Prove the June SO balance of this account by pre- 
paring a scliedule of unpaid voucliers as shown by the voucher register. 


CHAPTER 17 
Problem 17-A 

This pj'oWoi! 7 ftaif he co}?ipleled fhc irorkbook in the $pacc pioiided for 
Problem 1, Chapter XVII. 

The Burbanlc Company employ's nine people. Two receive straight 
Tveekly salaries and seven are employed on an hourly basis with time and 
a half for overtime. Regular time consists of a forty-hour week. 1 he 
following table shows the employees, the classification of^^alaries, the 
lioiirs worked, and the rate of week ended y a} o - 
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Salary 

0\tr- 

Regular 


No 

Name 

CLAsstri- Total 

TlilF 

Hourly 

R’eekly 



CATtos Hours 

Hours 

Rate 

Rate 

1 

Albert Armer 

OfHee 



$120 

2 

\incent Bogert 

Ofhcc 



150 

3 

E\elyn Dodd 

OlTice 43 

8 

$1 80 


4 

Bill Ireedman 

Sales 40 


1 60 


5 

Jerry Gollard 

Sates 44 

4 

1 60 


6 

Robert Schiller 

Sales 42 

2 

1 20 


7 

Philip Sharp 

Office 40 


1 80 


8 

George Thomas 

Sales 43 

3 

1 80 


9 

John ebb 

Sales 44 

4 

1 80 


The employer was required to make the 

following deductions from the 

May SI payroll 







IscoME Tax 

Fmployees’ 

Union 



R IIlinOLDISG 

Bond Fusd 

Dues 


Albert Armer 

113 20 

$10 00 




Vincent Bogert 

15 00 

10 00 




E\c]yn Oodd 

8 40 

4 00 




Bill Ireedman 

5 20 

6 00 


$1 00 


Jerry Gollard 

6 80 

4 00 


I 00 


Robert Schiller 

2 20 

2 00 


1 00 


Philip Sharp 

10 60 

8 00 




George Thomas 

8 40 

4 00 


1 00 


John Robb 

5 00 

2 00 


1 00 


Federal old age insurance tax 1% 
State uncmploy ment tax 1 





In addition the emplojer was taxed at the following rates on the total 
of the pa>TroIl 

Federal old age insurance tax 1% 

Federal uncmplojment tax 0 
State unemploj ment lax 2 7% 

Intlriiclions (1) Using a pajroll record like the one on pages 291 and 
295 enter the payroll data for the week 

>»^aV.e fne journal entry to record ttic payroll and the deductions 

(3) Checks numbered C2I to C29 were issued m payment of the salanes 
and ^ages for the week Record these checks in a check register like the one 
on page 297 

(4) Make a journal entry to record the employer’s payroll tax expenses 
and liabilities 


rroblem 17*C 

This prollem may he completed tti the tcorlhooX tn Oie space prondedjor 
Problem S, Chapter XVII 

The Blair Co%\an Co employs ten people Two receise straight 
weekly salaries and eight are employed on an hourly basis tvith time and 
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a half for ovei'time. Regulai- time consists of a fort^’-hoiu- week. The 
following table shows the employees, tlie classification of salaries, the 
hours worked, and the rate of pay for the week ended August 31 : 



Salary 

Over- Regul.\r 


No. Name 

Glassifi- Total 

TIME Hourly 

Weekly 


a^TioN Hours 

Hours R.\te 

R.\te 

1 Elizabeth Blair 

Officer 


$165 

2 William Cowan 

Officer 


150 

3 Charles Elliott 

Sales 40 

$2.50 


4 Dorothy Fisher 

Office 46 

6 1.50 


5 Geraldine Gould 

Sales 44 

4 2.00 


6 Virginia Harrison 

Office 40 

2.00 


7 Helen hlorrison 

Office 45 

6 1.50 


S Oscar Nelson 

Sales 48 

S 1.50 


9 Louise Peterson 

Sales 40 

2.00 


10 Walter Smith 

Sales 40 

2.00 


The employei' was requhed to malce the 

following deductions from the 

August 31 pajwoll: 





Income Tax 

Employees 

Union 


WITHHOLDING 

Bond FiiND 

Dues 

Elizabeth Blair 

327.90 

$15.00 


William Cowan 

24.60 

15.00 


Charles Elliott 

9.00 

7.50 

$1.50 

Dorothy Fisher 

11.70 

3.00 


Geraldine Gould 

13.50 

11.25 

1.50 

Virginia Harrison 

7. SO 

6.00 


Helen ^lorrison 

11.10 

3.00 


Oscar Nelson 

8.70 

7.50 

1.50 

Louise Peterson 

13.50 

4.50 

1.50 

Walter Smith 

10.20 

3.00 

1.50 


Federal old-age insurance tax 
State unemployment tax 

The two officers have earned in excess of Sb.OOO before the current veek. 

In addition the employer was taxed at the following rates on the total 
of tlie pajToll: 

Federal unemployment tax 0.3% 

Federal old-age insurance tax 1% 

State unemployment tax 2.7% 

Jnsiruciions: (1) Using a payroll record like the one on pages 294 and 
295, enter the payroll data for the week. 

(2) ilake the journal entry to record the payroll and the deductions. 

(3) Checks numbered 361 to 370 were issued in 

^ud salaries for the week. Record these checls in a check o 
oa page 297. 

(4) Alake a journal entry to record the employer’s payroll tax expenses 
and liabilities. 
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Insfrnciwns; (1) Record m general journal form all of the entries ner 
taining to property taxes for the first six months of the year. Include the 
closing entries. 

(2) What items pertaining to property taxes would appear in the balance 
sheet of January 31? hlarch 31? April 30? December 31? 


CHAPTER 19 
' Problem 19-A 

This problem may be complclcd in the u-orkbook in the space provided for 
Problem 1, Chapter XIX. 

The capital accoimts of Charles Blair and George Alurphy on December 
31, before the balance of the profit and loss summarj- account was closed, 
wei'e as follows: 


CH.tRLES BL.A.IR, CAPITAL 


19 — 


19-- 


Mar. 1 

2,000 

Jan. 2 Balance \ 
Sept. 1 

7,500 

500 


George ^Iurphy, C.a.pital 
19-- 

Jan. 2 Balance x/ 15,000 
July 1 3,000 

Instructions: (1) Assuming a profit of 33,000 for the year, give the journal 
entries required to transfer the balance in the profit and loss summary account 
tothe partners’ personal accounts if the profit is to be distributed on any one of 
the following bases: (On a separate sheet of paper show for each journal entry 
the procedure in determining the respective amounts.) 

(a) According to the original investments. 

(b) xVccording to the average capital. 

(c) Interest of 6 per cent is to be allowed on the average capital, 
and the balance is to be distributed as follows: Blair, oS/c, 

Alurphy, 65%. , ., , 

(d) Interest of 6 per cent is to be allowed on the average capita . 
annual salaries of ?600 and 31.000 are to be allowed Blair and 
hlurphy respectively, and the balance is to be diwded equa 

(2) Prepare a summary comparing the partners’ shares in the profit 
Rader the four conditions stated in Instruction 1. 


Problem 19-B 

This problem may be completed in the workbook on the forms proiideo 
d folloicing Problem S, Chapter XIX. 

Louis Ba-ger and William Levitt formed a partnei-ship on Januyy 
— • The articles of copai'tnership provided that mont j sa . 
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CHAPTER 20 
Problem 20-A 

This problem may he completed in the leorkbook in the space provided for 
Problem S, Chapter XX 

A. B. AND C. 

Bai^vnce Sheet 

April 30, 10 - 

Assets Liabilities & Proprietorship 


Cash 

. - $ 2.500 

Liabilities . 

$11,000 

Other Assets 

60,000 

A., Capital. 

20,000 



B., Capital . . . 

16,250 



C., Capital 

. 15,250 

Tot.al Assets 

$62,500 

Total Liab. and Prop. . . 

. $62,500 


A, B, and G share profits in the ratio of 5:3:2 respectively. 

Instructions: Prepare general journal entries to record the liquidation 
under tJie follotving circumstances: 

(1) If all of the other assets are sold for $22,500. 

(2) If all of the other assets are sold for $20,000. 

l3) If all of the other assets are sold for $15,000 and the estate of A., 
deceased, svibsequontly pays the amount owed to the partnership but not 
until after the first, cash distribution. 

(4) If all of the other assets are sold for $12,500 and it is definitely deter- 
ntined that collection from partners with debit balances is impossible. 


Problem 20-I> 

This problem mail be completed in the icorkhook in the space provided for 
Problem 4 , Chapter XX. 

The accotmt balances on the post-closing trial balance of Black and 
White were as follows on December 31: 


Gash ?1,250 

Accounts Receivable 2.500 

Alerchandise Inventory 1,750 

Delivery Equipment 1.200 

Reserve for Depreciation of Delivery Equipment, . $ 360 

Otliee Equipnnent 1 

Reserve for Depreciation of Ofilce Equipment, . . 540 

Building 7,500 

Reserve for Depreciation of Building "50 

Land 

Notes r.ayablo 

Accounts Rayable 1,150 

Robert Black, Capital $,600 

Ch.arlcs White, Capital 4.050 
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The profits and the losses (after provision for income tax) for a period 
of ten years ai’e as follows: 



Irwin 

Moran 


Corporation 

Corporation 

1942 

$ 1,000 loss 

$ 2,000 loss 

1943 

3,000 loss 

7,000 loss 

1944 

5,000 loss 

1,000 profit 

1946 

19,000 profit 

5,000 loss 

1946 

17,000 profit 

47,000 profit 

1947 

15,000 profit 

43,000 profit 

1948 

18,000 profit 

39,000 profit 

1949 

20,000 profit 

45,000 profit 

1950 

10,000 profit 

32,000 profit 

1951 

6,000 profit 

19,000 profit 


Instructio7is: (1) Show the distribution of the profit or the loss for each 
corporation. Use columns with the following headings: Year; Income; To 
Preferred Stock; Balance Due on Preferred Stock; To Common Stock; To 
Surplus or Deficit; Balance of Surplus or Deficit. Indicate negative or minus 
items by encircling them. 

(2) Total the two columns showing the amounts paid on preferred and 
common stock. What was the amount received per share on common and 
preferred stock for the ten-year period? 

Problem 21-B 

This problem may he completed in the workbook the space provided for 
Problem 2, Chapter XXI. 

Jack Ferguson and George Bouchard, partners, wish to retire from 
active participation in their manufacturing business. They decide to form 
a corporation to take over the firm’s assets. The balance sheet of the 
partnership is as follows; 

FERGUSON AND BONCHARD 


BAL.4NCB Sheet 

April 1, 19 -- 

Assets 


Liabilities and Proprietorship 

Cash 

$ 6,000 

Notes Payable 

$ 5,000 

Notes Receivable. . . 

10,000 

Accounts Payable 

16,000 

Accounts Receivable. . 

27,000 

Salaries Payable 

750 

Inventories 

42,750 



Machinery $40,000 


Jack Ferguson, Capital. . . 

72,500 

Less Reserve . . . 22,000 

18,000 

George Bouchard, Capital 

36,000 

Buildings $22,500 




Less Reserve .. . 11,000 

11,500 



Land 

15,000 



Total Assets 

$130,250 

Total Liab. and Prop 

$130,250 
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The partners, together Nrith Jamc^ PicTfo-^l, uho \^OJ]d like to join 
in the nw enterpn e, agree to the following plan 

(a) The corporation la to be known as the I ickford Corporation, and its 
authorized stock is to consist of 2,500 shares of comrnon stock, pa* 
value SIQO 

(b) The partners arc to withdraw all of the ca«h from the f rm each 
partner to receive an rr]ual amount All of the othc" assets are to be 
transferred to the corporation The partners arc to receive common 
stock at par value in pavmeni fo- their intere'sts in the partnem'^ip 
In determining their interest**, a reserve fo' bad debts of SI 000 is to 
bo set up against accounts receivable anti tl e land is to be valued at 
S20 000 

(c) Pickford who owns land that is de«irablt for expansion purpo'^es is 
to be giv e n 100 shares ol common stock uj on transfer of his land to 
the corporation Pickford also agrees to purchase 175 shares of 
common stocl at par upon the organization of the corporation 

The Pickford Corporation la incorpomtod and on April 1 the fore- 
going transactions take place 

/tirfriirtiens (1) Prepare the journal entries to record the withdrawal of 
cash to revalue the assets as agreed and to close the books of the partnership 

21 Prepare the journal entries to record the opening of the books of the 
corporation 

(3J Prepare a balance sheet in report form for the corporation 


CII\PTin 22 
Problem 22 \ 

This problem may be completed in Oc tcorkbook in the «pocc prori led for 
Problem 2, Cl apter WII 

The followang ii the tml balance of Iht Slavick Corporation oni month 
after its organization 

SLAMCK COKPOUATION 
Tuial Bauanvt 
Mvnciil 1919 

Cash 

Subscriptions Receivable Preferred 
Preferred Stock ($100 par, C^V) 

Preferred Stock Subscribed 
Common Stock ($100 par) 

Premium on Prifo-rtd Stock 
Premium on Common Stock 


$132 000 
22,500 

$ 50 000 

to 000 

75,000 

750 

3.750 


Slot 500 $151,500 


The following transactions occtured during the balance of 1919. 
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(a) Acquirod the going business of the Fanner Company. Issued 300 
shares of common stock, with a par value of $100 a share, and 150 
shares of preferred stock, with a par value of $100 a share, in exchange 
for the followijjg assets; Machinery, $22,500; Buildings, $7,500; Land, 
$9,000; and Goodwill, $6,000. 

(b) Iteceivcd cash in payment of the balance of Subscriptions Receivable 
Preferred. Issued all preferred stock that had been subscribed lor 
but not previously issued. 

(c) Made a profit of $30,000 on the first year’s operation (debit Cash for 
$33,000; credit Reserve for Depreciation of Machinery $2,250; 
Reserve for Depreciation of Buildings $750; and Profit and Loss 
Summary $30,000). 

(d) Made provision for federal income tax payable of $9,000 and closed 
the balance of Profit and Loss Summary to Earned Surplus. 

(e) Declared Pz’efeiTcd Dividend No. 1 of $6 a share and Common 
Dividend No. 1 of $8 a share. 

The following transactions occuiTed in 1950: 

(f) Paid income tax for 1949. 

(g) Paid the dividends declared in (c). 

(h) Received subscriptions for 150 sliares of preferred stock at $108, 50% 
of the purchase price being paid in cash at the time of subscription. 

(i) Purchased the going business of The Marshall Builders, for $150,000. 
Assets arc valued as follows: Machinery, $75,000; Buildings, $22,500; 
Land, $37,500. 

(j) Made a profit of $75,000 for 1950 (debit Cash $82,500; credit Reserve 
for Depreciation of Machinery $6,000, Reserve for Depreciation of 
Buildings $1,600 and Profit and Loss Summary $76,000). 

(k) Made provision for federal income tax payable of $22,500 and closed 
the balance of Profit and Loss Summary to Earned Surplus. 

(l) Declai'cd Preferred Dividend No. 2 of $6 a share and Common 
Dividend No. 2 of $10 a share. 

Instrnch'ons; (1) Record the March 1 balances and the above transactions 
directly in “T” accounts. The accounts required are: Cash; Subscriptions 
Receivable Preferred; Machinery; Reserve for Depreciation of Machinery; 
Buildings; Reserve for Depreciation of Buildings; Land; Goodwill; Icderal 
Income Tax Payable; Preferred Dividend Payable No. 1; Preferred Dividend 
Payable No. 2; Common Dividend Payable No. 1; Common Dividend 
Payable No. 2; Preferred Stock; Preferred Stock Subscribed; Common Stock; 
Premium on Preferred Stock; Premium on Common Stock; Earned Surplus; 
Profit and Loss Summary. 

(2) Take a trial balance as of December 31, 1950. 

(3) Prepare a balance sheet as of December 31, 1950. 


Problem 22-B 

This ‘problem incty he compJcicd in the ‘leorkbook jn the space provided for 
Problem S, Chapter XXIL 

The Hammond Company received its charter of incorporation on 
D'oeembor 31, 19-47. Its authorized capitalization was as follows: 2,000 
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shares of 6% cumulate e profcnrcd stock $30 par, and 800 ‘!harcs of com 
mon stock, par ^ aluc of $100 Dunng its first three j (.ars of operation the 
following tran'-aetjons occurred One fifth of the organization expcr«e 
was charged against income on December 31 of each jear, beginning m 
19-18 

1948 

Jan 2 Recei\ed cash for oOO shares of preferred stock and 400 shares of 
common stock at par Issued the stock 
15 Recoiled subscnptions for oOO shares of preferred stock and 200 
shares of common stock at par 
lo Ini'osted ?45 000 in other assets 

Feb 15 Recened half payment for the preferred stock and common stock 
subscnptions of January la 

Mar 31 Receiied in cash half of the balanee due on the common stock 
Eubsenbed Rcceued in cash the complete balance due on the 
preferred stock subscribed and issued the preferred stock 
Apr 30 Reeeiied in cash the balance due on the common stock subsenbed 
Issued the stock 

The attomcj who secured the charter and performed other legal 
scmces in connection with organization rendered his bill for $3 000 
He was paid m cash 

Dec 31 het loss for the first >ear« operations was $10 000 (debit ?roSt 
and Loss Sutnmarj credit Cash) Closed Profit and Loss SummaTj 
to Earned Surplus 

1949 

Feb 15 Sold 160 shares of common stock at a discount of $7 50 a share 
Mar 21 Ini ested $35 000 in other assets 

Dec 31 Net profit for 1949 was $32 600 (debit Cash credit Profit and Ivors 
S ummarj) Made proiision for federal income tat liabihtj of 
$11 400 and closed the balance of Profit and Loss Summarj to 
Earned Surplus 

1950 

Jan " Sold 40 shares of common stock for cash at par Sold 1 000 shares 
of preferred stock for cash at $53 
ilar 15 Paid income tax for 1949 

Dec 31 Made a net profit of $25 000 (debit Cash credit Profit and IvOss 
Summary) Made proiision for federal income tnx liabilitj of 
$9 500 and clo«»ed the balance of Profit and Loss Summarj to 
Earned Surplus 

Imlrucitons (1) Record the transactions directlj In T accounts The 
accounts required arc Cash Subscriptions Receiiablo PicftTred Sub- 
scriptions Receiiablc Common Other Assets Organization Fxpense I-e<leral 
Income Tax Paj able Preferred Stock Preferred Stock Sul scribed Common 
Stock Common Stock Subsenbed Premium on Preferred Stock Discount 
on Common Stock Earned Surplus Profit and Ivoss Summary 

(2) Take a trial balance as of December 31, 1950 

(3) Prepare a balance sheet as of December 31, 1950 

(4) If dindcnds were declared for the first time at the end of 1950 and 
If the entire balance of Earned Surplus was distributed as diiidends how 
much would the profcTcd stockboldc^ r-ceiic’ the common stockholders’ 
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CHAPTER 23 
Problem 23-A 

This pToblon yticiy be completed in the workbook in the space provided for 
Problem 2, Chapter XXIII. 

Empire Incorporated was organized by Stanley Dawson, Robert 
Towne, and Donald Wilson on May 1, 19-^, with authorized capital 
stock of 20,000 shares of common, $50 par, and 10,000 shares of preferred, 
$100 par. The transactions for the fii'st month were as follows: 

May 1. Issued 3,000 shares of common stock to Robert Towne in exchange 
for land valued at $25,000 and a building valued at $125,000. 

1. Issued 1,000 shares of common stock to Donald Wilson in exchange 
for land valued at $50,000. 

1. Sold to Stanley Dawson for cash 2,000 shares of common stock at par. 

2. Received subscriptions for 2,500 shares of common stock at par 
and cash for 40% of the subscription price. Subscriptions were also 
received for 1,750 shares of preferred stock at par and cash for 50% 
of the subscription price. 

3. Received a donation from the organizers of 1,200 shares of common 
stock. 

5, Issued 3,500 shares of common stock to Richard Tyler in exchange 
for his going business, which included: notes receivable, $10,000; 
accounts receivable $24,000; merchandise inventory, $95,000; 
office equipment, $20,000; store equipment $40,000; notes paj'-able, 
$25,000; and accounts payable, $16,000. 

7. Received subscriptions for 2,250 shares of preferred stock at $102 
and cash for 50% of the subscription price. 

12. Received payments on stock subscribed for on May 2 as follows: 
30% of the subscription price on the common stock; 25% of the 
subscription price on the preferred stock. 

15. Sold 800 shares of treasury stock at $55. 

17. Received 25% of the subscription price on the preferred stock sub- 
scribed for on May 7. 

20. Purchased for $175,000 cash the assets of a business formerly 
operated by John Allen. The value of the assets was: Merchandise 
inventory, $42,500; Store equipment, $25,000; Building, $95,000; 
and Land, $12,500. 

27. Received the balance due on the common and preferred stock 
subscribed for on May 2. 

Instructions: (1) Record the foregoing transactions in “T” accounts. 

(2) Prepare a balance sheet as of May 31. 


Problem 23-B 

This problem may be completed 'in the workbook m the special space 
provided for it following Problem S, Chapter XXIII. 

Evans, Inc. was formed July 1, 1949. It is autlrorized to issue 4,000 
shares of 6% preferred stock, par $50, and 20,000 shares of no-par common 
stock. During the first year the following transactions occurred: 
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(a) Received subscriptions to 2,000 shares of 7% preferred stock at $55 

(par value $50). ^ 

(b) Exchanged 4,000 shares of common stock, par value $25, for the 
following assets: Machinery, $60,000; Building, $35,000; Land, 


(c) Received cash in payment of the preferred stock subscriptions and 
issued the stock. 

(d) Made a net profit for the year of $30,000. (Debit Buildings. Credit 
Profit and Loss Summary.) 

(e) Recorded provision for federal income tax of 30% of net profit. 
Closed Profit and Loss Summary to Earned Surplus Unappropriated. 

(f) Declared annual preferred dividend (No. 1) and a $2 a share common 
dividend (No. 1). 

(g) Appropriated a reserve for plant additions, $10,000. 

(h) Sold $100,000 worth of 10-year, 6% bonds for $110,000. 

(i) Paid $85,000 for new machinery; $40,000 for a new building. 

(j) Paid common and preferred dividends declared in (f) and the income 
tax liability. 

(k) Paid annual interest on bonds. 

(l) Made a net operating profit of $80,000. (Debit Merchandise Inven- 
tory, $35,000; Machinery, $15,000; Land, $30,000. Credit Profit 
and Loss Summary.) Closed Bond Interest Expense to Profit and 
Loss Summary. 

(in) Recorded provision for federal income tax of 40% of net profit. 
Closed Profit and Loss Summary to Earned Surplus Unappropriated. 

(n) Declared annual preferred dividend (No. 2). 

(o) Declared a stock dividend of 25% on common stock and issued the 
stock. 

(p) Increased the reserve for plant additions by $10,000. 

(q) Paid preferred dividends declared in (n) and the income tax liability. 

(r) Paid annual interest on bonds. 

(s) Made a net operating profit of $106,000. (Debit Merchandise Inven- 
tory, $50,000; Macliinery, $20,000; Buildings, $35,000. Credit Profit 
and Loss Summary.) Closed Bond Interest E.xpense to Profit and 
Loss Summary. 

(t) Recorded provision for federal income tax of 45% of net profit. 
Closed Profit and Loss Summary. 

(u) Declared annual preferred dividend (No. 3) and a $2.60 a share 
dividend on common (No. 2). 

(v) Increased the reserve for plant additions by $10,000. 


histructions: (1) Record the transactions directly in “T accounts. 
The accounts required are: Cash; Subscriptions Receivable Preferred; Mer- 
chandise Inventory; Machinery; Buildings; Land; Federal Income Tax P^^Y" 
able; Preferred Dhddend Payable No. 1; Preferred Dividend Payable No 2; 
Preferred Dividend Payable No. 3; Common Stock Dividend Pa j able, 
Common Dividend Pavable No. 1; Common Dividend Payable No. 2; Bonds 
Payable; Premium on Bonds Payable; Preferred Stock; Preferred Stock 
Subscribed; Common Stock; Premium on Preferred Stock; Reserve for 
Plant Additions; Earned Surplus Unappropriated; Profit and Loss Summary; 
Bond Interest Expense. 


(2) Prepare a trial balance as of December 31 after the transactions have 
been recorded. 
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CHAPTER 25 
Problem 25'A 

Tim problem ma}j he completed in the icorkhook in the space prodded for 
Problem 1, Chapter XXV. 

The Slaiison Supply Co. has four sales departraents: A, B, C. and D. 
and tlu-ee service depai-tinents: X. Y, and Z. The following pertinent 
information is taken from the books: 

A B C D 

Sales for the month of April $36,000 $9,000 $27,000 $1S,000 
Purchases for the month of April IS.OOO 6.000 12,000 9,000 

Inventory, April 1, 19- - 10,000 5.000 5.000 2,000 


Inventory, April 30, 19- 

- 

7.000 4,000 

S.OOO 1.000 

Expenses for the month 

are: 



Advektisixg 

SaI-VRIES 

StTPUES 

IXSURAXCE 

A $256 

$2, SOO 

$225 

$210 

B 50 

1.200 

90 

60 

C 90 

2.600 

ISO 

120 

D $0 

2.800 

150 

$0 

X 

2.7SS 

SO 

6 

Y 

l.SOO 

204 

S 

Z 

6.92S 

110 

11 


The telephone e.xpenso is S3 per instrument; 

A S instruments X 4 instruments 

B 3 “ Y 2 “ 

0 2“ Z 4 *■ 

D 1 


The monthly depredation charges are SSOD. They are distributed as 
follows: 

A tLll^Tc ^ 

B 1 ^ 1 % Y 49^ 


The lighting charges are 3750. These are distributed according to the 
number of watts used. The number of watts used is: 


A 1000 

B 600 

G 500 

D SOO 


X 200 

Y 200 

Z SOO 


The X service department is to be distributed on the basi^ of net 
purchases; the Y service department, on the basis of direct adverh^mg 
charges; and the Z service depm-tment, on the basis of net sales. 
JnslrKctions; (1) Prepare an e-xpense distribution sheet, 

(2) Prepare a departmentalized profit and loss statement. 
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The following iufoimatioii is to be recorded in adjusting the books at 


the end of October: 

1. Reserve for bad debts: 

Increase by ^ 275 

2. Inventories: 

Merchandise inventory, Groceries 17,500 

Merchandise inventory, Meat IS^OOO 

3. Depreciation: 

Store and office furniture and fixtures (yearly) 10% 

Buildings (yearly) 4 ^ 

4. Deferred charges to expense: 

Store supplies inventory 300 

Office supplies inventory 350 

6. Prepaid expenses: 

Insurance prepaid 1,300 

Interest prepaid on notes payable 50 

6. Accrued expenses: 

Sales salaries 250 

Advei'tising 400 

Taxes 250 

7. Accrued income: 

Accrued interest on notes receivable 60 


Fi'eight in on merchandise purchases is distributed to Groceries 
and to Meats. 

IvsivKch'ovs: (1) Prepare a work sheet with pairs of colums for (a) Trial 
Balance; (b) Adjustments; (c) Gross Profit, Groceries; (d) Gross Profit, 
Meat; (o) Profit and Loss Statement; (f) Balance Sheet. 

(2) Prepare two statements showing gross profit on sales for the two 
departments. 

(3) Prepare a balance sheet and a profit and loss statement, using the 
gross profit figures obtained in (2) above. 


CHAPTER 26 
Problem 2G-A 


TMs prohlcm may he cov}plc1c<l hi Ihc n'orkhook n? Ihe space provided for 
Problem 1, Chapter XXVI. 

The Barnes Company, of Chicago, established a branch office in St. 
Louis on January 1, 19 — . Transactions and adjustments for the >eai 
reflecting branch operations were as follows: 


(a) 

(b) 

(c) 

(d) 

(e) 


office to the branch. 


Cash advanced by the home office, ?40,000. 

Shipments of merchandise from the home 
$600,000. 

Sales on account, $498,500. „ 

Purchases by the brancli (invoices paid by the bonie office), . o-,000. 
Freight in on merchandise, paid by the branch, v x., 
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(0 Store equipment purchased for cash by the branch, $40,000 

(g) Remittances to home office, $280,000 

(h) Collection on accounts receuable, $376 800 

(i) Sales salaries, paid by the branch, $34,212 

(j) General operating expenses, paid bj the branch, $16 000 

(k) Branch merchandise in\entory, December 31, 19 , $240,000 

fl) Depreciation rate 16%a>ear, 

(m) Provision for loss from bad debts, 1% ot sales 

In’^truelions (1) Set up ‘ T’ accounts for the branch office as foIIoTrs* 
Cash, Accounts Receuable, Reserve for Bad Debts Jlerchandise Inventory , 
Store Equipment, Reserve for Depreciation of Store Equipment, Home 
Office Ledger, Profit and Loss Summary, Sales Purchases, Shipments from 
Home Office; Freight In, Sales Salaries, Depreciation of Store Equipment, 
General Operating Expense, and Loss from Bad Debts Record the foregoing 
transactions and adjustments in these accounts 

(2) Set up ‘ T” accounts for the home office as follows Cash, Branch 
Ledger, Profit of Branch, and Shipments to Branch Record the effect of the 
transactions on these accounts 

(3) Close the branch office income and expense accounts to the Profit 
and Loss Summary and the balance of the Profit and Loss Summary to Home 
Office Ledger Record the branch profit in the home office “T ’ accounts 

(4) Prepare a profit and loss statement and a balance sheet for the 
branch 


Problem 26«6 


Tht$ problem may be completed tn the tcorkbook in the space prondedfor 
Problem S, Chapter XXVI 


The Post-Allen Company, of Salt Lake City, prepared the following 
balance sheet on August SI 


Cash $15,350 

Merchandise Inventory 17,000 

Equipment 21,000 

Res for Depr of Equip 8,400 


Store Supplies $ 1,500 

Accounts Payable 3,000 

Capital Stock 25,000 

Surplus 18,450 


Transactions and adjustments for September were as follows 
(al A branch was established m Denver, at which time the home office 
advanced $10,000 

(b) Merchandise was shipped from the home office to the branch, $20,000 

(c) All sales were for cash home office, $49,550, branch office, $21,300 

(d) Purchases were made on account by the home office, $46,000 

(e) Cash expenditures were 

HoiiB OFFira BRAf.cn 


Store supplies 


$ 735 

Accounts paj'able 

$42,600 


Remittances to home office 


10,000 

Freight in on merchandise 

190 

150 

Selbng expenses 

6,075 

650 

General expenses 

4,630 

460 


$53,415 $11,995 
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(f) Inventories, September 30; 

Merchandise $16,500 $2,500 

Store supplies 1^000 430 

(g) Depreciation rate: 10 S'c per annum. 

1 i!$(i }tctio)is. (1) Open T accounts as follovs for the home office; 
Cash; i^Ierchaudise Inventory; Equipment; Reserve for Depreciation of 
Equipment; Branch Ledger; Store Supplies; Accounts Pa^-able; Capital 
Stock; Surplus; Profit and Loss Summary: Sales: Shipments to Branch: 
Purchases; .Freight In; Selling Expenses; Getieral Expenses: and Profit or 
Loss of Branch. For the branch open the following ‘‘T’’ accounts: Cash; 
klercltandise Iitventory; Store Supplies; Home Office Ledger; Profit and Loss 
Summary: Sales; Shipments from Home Office: Freight In: Selling Expenses; 
General Expenses. 

(2) Record the beginning balances and the transactions and adjustments 
for September directly in the “T” accounts ^no journal entries required). 

(3) Prepare work sheets for the consolidated profit and loss statement 
.and the balance sheet. 

(4) Close the income and expense accounts of the branch ledger to the 
profit and loss summary account. Close the balance of Profit and Loss Sum- 
mary to Home Office Ledger. 

1,5) Record branch profit or loss on the home office books. Close the 
home office income and expense accounts to the profit and loss summary 
account, and close the balance of Profit and Loss Summary to Surplus. 


CHAPTER 27 
Problem 27-A 

This •problem vKiij be completed tn the irorhbook m the special space 
•provided for it folUveiiig Problem S. Chapter .Y.YT II. 

Tije Noonan jllannfnctnring Compnuy's tri.al b.alance on December 31, 
1949, the end of tbe fiscal year, is given on page 6-16. 


The following adjustments are necessary: 

(1) One half of one per cent of gross sales is to be added to the reserve 
for bad debts. 


(2) Accrued income: accrued interest on notes receitable, $1S0. 

(S) Inventories. December 31. 1949: 

f,a) Finished Goods 23,o00 

vb) Goods in Process 42.200 

fc) Raw Materials 17,600 


(4) Estimated depreciation and amortiaatim; 

(al Office furniture and fixtures ^^(4 

(b) Alachinery and equipment 1- 

PafenKost $25,500, * of tvMciVwritten off annually fcharge 
Patents Expense). 


(c) 

(d) 



646 


ACCOUMTING PRINGPLES 


NOOXAN MAXUFACTCRIKG COMPANY 
Tpial Baiancb 
Decembep 31, 1949 


Cash in Bank 

$ 66,915 


Notes Recenable 

20,000 


Accounts Receivable 

67,400 


Reserv e for Bad Debts 

$ 

1,100 

Finished Goods Inventorv 

21,700 


Goods in Process In\ entorj 

45,200 


Raw Materials Inventorj 

15,300 


Office Furniture and Fixtures 

15,000 


Reserv e for Depreciation o* Office 

Furniture and 


Fixtures 


3.600 

Machinery and Equipment 

170,000 


Reserv e for Depreciation of Machinery 

and Equipment 

32,000 

Buildings 

210,000 


Reserve for Depreciation of Buildings 


28,000 

Land 

69,500 


Patents 

22,500 


Office Supplies 

4 400 


Factory Supplies 

10,200 


Prepaid Insurance 

8,000 


Notes Pajahle 


24,000 

Accounts Payable 


29,700 

5^ First Mortgage Bonds 


150,000 

Discount on Bonds 

13,125 


Cumulative Preferred Slock $100 par) 

100,000 

Common Stock f$50 par) 


100,000 

Unappropriated Earned Surplus 


33,100 

Reserve for Bond Sinking Fund 


7,500 

Premium on Common Stock 


140,000 

Sales 


640,000 

Sales Returns and Allowances 

11,055 


Raw Materials Purchases 

125 000 


Freight In 

5,705 


Purchases Returns and Allowances 


5,200 

Direct Labor 

174 300 


Indirect Labor 

35,000 


Superintendents Salanes 

22,000 


Maintenance and Repair of Buildings 

8,300 


Heat, Light, and Power 

25,500 


Property Taxes 

9,000 


Miscellaneous Factory Expense 

13,500 


Sales Salanes and Commissions 

27,000 


Advertising Expense 

40 000 


Office Salanes 

22,000 


Miscellaneous Office Expense 

3 SOO 


Purchases Discount 


5,100 

Interest Income 


700 

Sales Discount 

8 000 


Bond Interest Expense 

7,600 


Interest Expense 

3 000 



$1 SOO,OOQ $1,300 000 
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(6) Deferred charges to expense: 

(a) Office supplies inventory 1,300 

(b) Factory supplies inventory 3*400 

(e) Prepaid insurance 2,600 

(d) Prepaid interest on notes payable 150 

(G) Accrued Expenses: 

(a) Interest: 

On notes payable. $75. 


On bonds: The bonds were issued at 90 on July 1. 1P4S. and 
mature in ten years. Interest is paj'able quarterly: 
accrued interest for the last quarter of 1949 is to 
be recorded. 

(b) Salaries and Wages; 

Direct labor 3.600 Indirect labor 945 
Sales salaries and commissions 2.400 

Maintenance and Repair of Buildings: Depreciation of Buildings; 
Heat, Light, and Power: Expired Insm-ance: and Property Taxes are to 
be distributed SO^o to ntantifaenu-ing operations and 20'^!' to general 
operations. 

The following information is also to he recorded; 

(1) Increased the reserve for bond sinking fund by $15,000. 

(2) Declared a dividend of $1.00 per share on common stock and a regular 
quarterly dividend on preferred stock, both payable on January 
23. 1950, to stockholders of record January $. 1950. 

(3) Made provision for federal income tax for 1949, oSE of net income. 

The following information is needed for the statement of earned 
surplus; 

1,11 Earned Surplus I'nanpropriated was debited during the year for 
three regular quarterly dividends on preferred stocK. 

(2) A payment of $1,050 for an additional federal income tax assessment 
for 1947 was .also debited to Earned Surplus Unappropriated. 

Jnslrud'ions: (1) Prepare a work sheet with manufacturing sclieduie 
columns. 

$2) Prepare (al a prolit and loss statement; (.bl a supporting schedule oi 
the cost of goods ma.nufact tired; td a btilance sheer; and ffii a staiement of 
earned surplus. 

to! Assuming that the journal entries needed to give eiteot to the fore- 
going information and to dose the books of the corporation hate an oen 
drafted, draft the reversing entries as of January 1, 1950. 
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CHAPTER 28 
Problem 28-A 

This problem may be completed in the uorkbook in the space prortded 
for Problem 1, Chapter XXVIll 

The following data summarize transactions completed dunng Apnl 
by The Norton Mfg Co 


(a) Raw materials purchased $40,000 

(b) Matenals requisitioned for production orders 30,000 

(c) "Materials requisitioned for general factory use 5,000 

(d) Labor on production orders 50,000 

(e) Indirect labor 10,000 

(f) Repairs and maintenance 7,000 

(g) Building rental 6,000 

(h) Products finished and transferred to stock 85,000 

(i) Goods sold on account — cost 65,000 

0) Vouchers payable lor pa> roll 55,000 


Instructions (1) Set up ' T' accounts for the factory ledger in such a 
manner that the flow of costs will be shown and record directlj m these 
accounts the data gi\en above The factory overhead rate is 50 per cent of 
the direct labor cost 

(2) Take a trial balance of the factory ledger as of Apnl 30 


Problem 28*B 

This problem may be completed in Ike uorkbook in the space provided 
for Problem 2, Chapter XXVIll 

The accounts of The Harrb.on Manufacturing Company’s factory 
ledger and subsidiary ledgers showed the following balances on Juno 1 


Raw Matenals 4,600 

Goods in Process 1,000 

Job No 510 825 

Job No 511 175 

Fmvshed Gwsds T 2QQ 

Commodity M, 900 units 2,700 

Commodity N, 1 000 units 4,500 

Factory Payroll (credit balance) 976 

Factory Overhead (debit balance) 250 

General Ledger 12,075 

Raw materials of §8,800 were purchased dunng June Raw matenals 
were requisitioned from the stores clerk as follows 

Job No 510 1,375 

Job No 511 3,425 

Job No 512 2.800 

For general factory use 800 
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Tims tickfits foi the montli were cliargeable as follows: 

Job No. 510 — direct labor . 

Job No. 511 — direct labor. 

Job No. 512 — direct labor 
Indirect Labor 


3.000 

4.000 

2.000 
2,500 


Factory pay checks were received from the general office, $11,450. 
Various factory maintenance charges for heat, light, power, etc., were 
also paid by the general office, $925. Depreciation, taxes, and other 
fixed charges totaling $875 were charged by the general office to factory 
opei-ations. A 60% overhead rate was applied to direct labor cost. 

Two job orders were completed diming the month: Job Order No. 
510 produced 2,000 units of Commodity M; Job Order No. 511 produced 
2,500 units of Commodity 0. 


Shipments durmg the month were made as follows: 

1,700 units of Commodity M 
600 units of Commodity N 
1,200 units of Commodity 0 

Instrmfions: (1) Prepare “T” accounts for the factory ledger and the 
subsidiary ledgers. Record directly in these accounts the balances as of 
June 1 and the transactions completed during the month. 

(2) Take a trial balance. 

(3) Prove the subsidiary ledgers with the control accounts in the factory 
ledger. 

(4) Using a selling price of $17,000 for goods shipped during the month 
and selling and general expenses of $3,300, construct a profit and loss state- 
ment for June like the one on page 524. 


CHAPTER 29 


Problem 29-A 

This prohhm may he completed in the jrorkhook ?’?? the space promded 
for Problem 2, Chapter XXIX. 

The Ridge Distributors, Inc., maintains its records so that cost 
analyses can be made of its tliree selling functions, whicli are then ex- 
pressed as costs per each unit sold. Costs not direct!} allocable 
tliree functions arc charged to two sendee departments that are utilized 
by the tliree functions as follows: 


Function 1 
Function 2 
Function 3 


Servtcb Dept, M 

10 % 

70% 

20 % 


Serwce Dept. N 


15% 

60% 


During the year the following transactions applicable to the.e thre 
fmictions and the two sendee departments wei'e: 



650 


ACCOUNTING PRINOPLES 


(a) Salanes we-e paid as follows 


Function 1 

$ 4 800 

Servnee Dept 

M 

Function 2 

30 000 

Servnee Dept 

\ 

Function 3 

2o00 



(b) Supplies were 

used as follows 



Function 1 

$ 200 

‘tcrvice Dept 

M 

Function 2 

1 013 

*?ervice Dept 

V 

Function 3 

230 



(c) Depreciation 

was charged as follows 



Function 3 

$ 800 

Service Dept 

M 



Service Dept 

K 

(d) Taxes were chargeable to 



Function 3 

$ 50 

Servnee Dept 

M 



Servfice Dept- N 

(e) Insurance expired was chargeable to 



Function 2 

$ 223 

Servace Dept 

il 

Function 3 

150 

Serv ice Dept. N 


S 3 000 
1C 200 


S oOO 
"oO 


$ 9 000 
400 

5 750 

26 

$ 550 

250 


(f) Repair hills were paid for 

Function 8 $ 50 Service Dept M S 125 

Ser\nce Dept N 42o 

(g) Heat, light and power bills of $2 075 were paid These v,xre chargeable 
to Service Dept 

fh) Miscellaneous general eicpenses chargeable to Semce Dept. \ were 
paid rn the amount ol %\ ioO 

(i) Function 2 should be charged with tra'eling expenses of $jOOO that 
were paid 


JnHfuctioni (1) Post the foregoing information to the required function 
and service department accounts 

(2) Post the proper distribution of service department costs to the three 
functions close the service department accounts 

(3) Compute unit costs for each of the throe functions assuming the sale 
of 100 000 units. 


CHAPTER 30 
Problem 30 A 

This prohlem may he completed in (he teorJ booJ in the space provided 
for Problem 1 Chapter XXX 

The executives of TiSoodford Incorporated require an alimated m 
come statement for the fiscal year ending June 30 19 j 0 The folIow^nl: 
information is available 

Sales The selling price which has been *20 per unit is to be reduced 10'^ 
It 13 anticipated that this price reduction mil risult in a sales volume 
increase of 29 000 units. 

Cost of Goods Sold The unit cost is $12 Purchases plas the beginning in 
ventory should equal the total jearlj «ale3 volume plus an ending in 
ventory of the sales requirements for one and one half months (Assume 
that monthly sales are distributed evenij throughout the jear ) 
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WOODFORD, incorporated 
PROriT AND Loss STATEMENT 
For the Year Ended June 30, 1949 


Sales 

Cost of Goods Sold: 

Mercliandise Inventory, July 1, 1948 
Purchases. . . . 

Merchandise Available for Sale 
Less Merchandise Inventory, June 30, 1949 
Cost of Goods Sold . 

Gross Profit on Sales 


Operating Expenses: 
Soiling Expenses: 


Sales Salaries 

$50,000 

Advertising . 

35,000 

Depreciation of Store Equipment 

6,000 

Miscellaneous Selling Expense 

15,000 

Total Selling Expenses 


General Expense: 


Officers Salaries 

$20,000 

Office Salaries. . 

25,000 

Office Supplies Used 

15,760 

Depreciation of Office Equipment 

2,000 

Loss from Bad Debts 

8,600 

Rent 

80,000 


Total General Expenses 
Total Operating Expenses 
Net Profit from Operations 
Other Income: 

Purchases Discount 


$860,000 


$108,000 

528.000 
$636,000 

120.000 

516,000 

$844,000 


$106,000 


101,860 


207,360 

$136,640 


$ 10,560 


Other Expense: 

Sales Discount 
Net Deduction . 

Total Not Profit before Provision for Federal Income Tax 

Loss Pro^^sion for Federal Income Tax 

Net Profit after Provision for Federal Income Tax 


17,200 

6,640 
$130,000 
52,000 
$ 78,000 


ScUhtcf Bvjiciiscs: 

(a) Sales salaries will increase 10%. 

(b) The ainoxmt to be spent for advertising for 


the coming fiscal .vear is 


V.IUO. . 

(c) Dcpreciatioix of store equipmeitt, same as tor prece mg . 

(d) ^liscellaneous selling expenses vdll increase 5 o- 


Gair.ral Expenses: 

(a) Officers’ salaries will increase $3,500. 

(b) Oflice salaries will increase 10%. ^ 

(c) Office supplies used will increase $:.,o00, -rear 

(d) Depreciation of office equipment, same as for precedm.. ye. . 

(e) Loss from bad debts is estimated at l.o of sales. 
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(f) The lease on the property now rented will expire on October 1, 
1949. Upon the e.xpiration of the lease, the company plans to exercise 
an option to purchase the property for $433,000. The owner has been 
paying property ta.res of $2,400 a year, for which the company will 
be liable beginning October 1. Depreciation on the building is to be 
computed at 4^ a year. 

Other Income and Erpcnscs: Cash discounts are to be estimated at 2% of 
sales and purchases respectively. 

Income Tax: Assume that the federal income tax rate is 409c. 

/nsfrticttons; Prepare an estimated profit and loss statement for the 
year ending June 30, 1930. 


CHAPTER 31 
Problem 31 -A 

This •problem may he completed tn the tcorLbook in the space provided 
for Problem 1, Chapter XXXI. 

The Hollyw'ood Corporation reported the following comparative bal- 
ance sheets for December 31, 1950, and December 31, 1949: 


THE HOLLYTV’OOD CORPORATION 
COMPARATItT BaLm\XCE SHEETS 

December 31, 1950 asp 1949 

Assets 1950 1949 Liab. and Prop. 1950 1949 


rash 

\ccounts Receiv. 
Mdse. Inventory 
Plant (less Res.) 
rirganization Exp 


Total Assets 


135.000 138,000 

105.000 102,000 

180.000 120,000 

231,000 132,000 

4.500 9,000 


655,500 501,000 


Notes Payable 
Accounts Payable 
Common Stock. 
Surplus. . . 


Total Liab &. 
Prop. 


75.000 15,000 

45.000 120,000 

369,000 300,000 

166,500 66,000 


655,500 501,000 


[NCOME Data: 

1950 

1949 

Other Data: 

Sales . 

750,000 

900,000 

Merchandise Inventory, 1/1/49, 

Cost of Sales 

600,000 

675,000 

$105,000. 

Operating Expenses 

90.000 

135.000 

Dividends paid in 1950, $30,000. 

Purchases Discount 

9,000 

6.000 

Write-up of plant during 1950, 

Sales Discount 

6,000 

12,000 

$75,000. 

Interest Expense 

3,000 

750 

Notes pven for increase In plant 

Net Income. 

60,000 

83,250 

assets, $30,000. 


Inelructians: (1) Indicate whether or not conditions are improWng for 
the company. Use the following ratios and other analjTcs: 

(a) Current ratio. 

(b) Acid-test ratio. 

(o) Ratio of owned capital to borrowed capital (analyze surplus ac- 
count first). 
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CHAPTER 32 
Problem 32'A 

This problem may be complefed tn tJe workbook in the space pronded 
Jot Problem 1, Chapler XXX22 

Data from comparative balance sheet*? for Knox, Inc a* of December 
31, 1949 and 1950 are giv en below 


DecoiberSI, Decfmdfp 31, 
Assets 1950 1949 


Cash 

3,900 

2,500 

Notes Receivable 

3,750 

4,500 

A'’counts Receivable 

21,000 

18,500 

Merchandise Inventory 

38,500 

34,500 

Store Fixtures 

19,000 

17,000 

Building 

41,500 

32,500 

Land 

2o OOO 

2a, 000 


152 650 

134,500 

LUBILITIES and PROPPIETORSHir 

Accounts Payable 

33,500 

37,500 

hlortgage Notes 

20 000 

25,000 

Reserve for Depreciation of Store 
Fixtures 

6,7o0 

4,290 

Rcserv e for Depreciation of Building 

5,500 

3,500 

50,000 

Common Stock 

65 000 

Surplus 

21,900 

14 250 


152 650 

134,500 


The statement of surplus for the year 1950 appears a follows 

Balance of Surplus, December 31, 1949 

Net Profit for 1950 after Provision for Income Tax 


Deduct Stock divndend 2,500 

Cash dividend 5,000 

Balance of Surplus, December 31 1950 


14,250 

15,150 

29,400 

7,500 

21.900 


Depreciation was provided dunng the jear as follows 

Store Fixtures 2,500 

Bmldmg 2,000 

Inslruetiont Prepare a source and application of funds statement with 
a supporting schedule for working capital 
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Problem 32-B 

This pioblem viny be completed in the workbook in the space provided 
for Problem 2, Chapter XXXII. 

Tho tabulation of opovating data for the Gray-Wood Corporation is 
shown below. This tabulation covers the ten-yeai’ period ended on Decem- 
ber 31, 1950. On December 31, 1941, the corporation had outstanding 
2,500 shares of common stock, each share having a par value of $100. 

GRAY-WOOD CORPORATION 
Tabulation of Operating Data 
For Ten Years Ended on December 31, 1950 

Net 


Year 

Net 

Sales 

Profit 

AFTER IN- 
COME Tax. 

Ratio of 
Profit 
TO Sales 

Dividends 

Declared 

Profit 

Rein- 

vested 

Dividend 

Rate 

1941 

300,000 

30,000 

10% 

25,000 

5,000 

10% 

1942 

375,000 

45,000 

X 

X 

X 

15% 

1943 

450,000 

X 

10% 

X 

X 

10% 

1944 

400,000 

32,000 

X 

X 

X 

10% 

1945 

480,000 

80,000 

X 

X 

X 

10% 

1946* 

450,000 

67,500 

X 

65,000* 

X 

X 

1947 

420,000 

63,000 

X 

45,000 

X 

X 

1948 

325,000 

65,000 

X 

45,000 

X 

X 

1949 

400,000 

48,000 

X 

45,000 

X 

X 

1960 

450,000 

X 

15% 

46,000 

X 

X 


"The dividend for 1946 included a stock dividend of 20 per cent declared in January 
of that year. All cash dividends declared in that year applied to the new stock as well 
as to the old. 


Iitstruclio 7 is: (1) Supply the data omitted in the tabulation and indicated 
by an x. 

(2) During the ten-year period the gross profit on sales amounted to 
$2,105,000, and the selling and administrative expenses were $1,200,000. 
Assuming that the average income tax rate was 40 per cent, construct a 
cumulative profit and loss statement for the ten-year period ended on De- 
cember 31, 1960. 


APPENDIX B 
BUSINESS PAPERS 

Vanous busmen-* papers are illustrated throughout ACCOUNTING 
PRINCIPLES as the basis for the record of bu»me‘;s transaction*; 
These business papers include the follouing purchase order, purchase 
invoice, credit memorandum, •yJes invoice, deposit ticket check and 
check stub bank statement interest bearing note non interest beanng 
note, pettv cash v oucher v oucher jacket pajToll check, stock certi 
ficate Further information about some of these business papers and 
about additional business papers that are important in connection 
vnth the completion of business transactions is gi\ en in this appends 

negotiable a negotiable instrument is a wTitten promise 

INSTRUMENTS ^j^der to pa\ monej, the instrument being 

transferable from one person to another b> indorsement and deliv en 

The most common form of written promise to pa> monej is the 
promissory note There are two onginal parties to ev erj promissorj 
note (1) the one who signs the note and makes the promise to pay, 
called the maler, and (2) the one to whom the monej is to be paid, 
called the payee 

The most commonlv used forms of written orders to paj monev 
are checks bank drafts, commercial drafts, trade acceptances, and 
money orders There are three original parties to everj written 
order to pav monej (1) the one who signs the order, called the 
drawer, (2) the one who is ordered to make the pavment, called the 
dratiee, and (3) the one to whom the monej is to be paid, called 
the payee 

Negotiable instruments maj be classified according to their use 
into two general group? namelj those that are used as substitutes 
for monev and those that are used as evndence of debt The instru 
ments most commonlj used as substitutes for monej are checks 
cashiers checks certified checks bank drafts and monej orders 
Those most commonlj used as evidences of debt are promissorj notes, 
sight drafts, time drafts and trade acceptance 

Essential Elements of Negotiable Instruments In order to be nego- 
tiable, an instrument must have the following characteristics 

1 It must be m wTiting and must be signed b> the maker or the drawer 

2 It must contain an uncondition^ promise or order to pav a certain 
sum of monej 

3 It must be pajable on demand or at a time that is either fixed or de- 
terminable 

4 It must be paj*able to bearer or to order 
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It may be ^yllolly or partly printed, tJ-pe^^•itten, or handratten. 
preferably in ink. 

Tkords of Negotiability. _ To be negotiable (transferable by indorse- 
ment and deli\'eiy), an instriunent must contain ivords of negotia- 
bility, sucli as "to tlie order of” or "to bearer.” The following are 
e-rainples of wording that may be used to indicate negotiability: 
"I promise to pay to the order of Eay Nolton,” "I proniise to pay 
Ray Nolton or order,” "1 promise to pay to the bearer,” “Pay to the 
order of Ray Nolton,” and "Pay to bearer.” 


frequently necessary to transfer a 
negotiable instrument from one party to 
another. The legal transfer of a negotiable 
instrument is effected by (1) indorsement by the payee or the holder 
and (2) delivery to the party to whom the instrument is to be trans- 
feiTed. In addition to effecting the transfer of the negotiable instru- 
ment, the indorsement serves as a guaranty that the instrument is 
valid and gennine and that the indorser has a legal title to it. In case 
the payer fails to pay the instrument on the date of matiuity. the 
holder can usually hold the indorser responsible for payment, pro- 
nded the holder complies with the legnl requirements in reference to 
presentation and to gimng notice to the indorser. 



The indoraement is customarily wi-itten or stamped on the back 
of the negotiable instnnnent. The firat indoraement i^. i noxigi cu;, 
tom, placed near the left end of the instrument. The position of an 
indoi'sement is shomi in the illustration above. 

A negotiable insti’ument should be signed bt the paitj oi pauie.,^ 
responsible for its papnent or by an authorized agent. - in 
ia a trading pai'tnei'ship may sign u negotiable ni^ uiineii an 
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bind the firm by his action if the instrument is issued in the regular 
conduct of the business. In a corporation such instruments are signed 
by someoSiceroTemp^oyeea'Qibonzedby tbebyiaTsstodo so. YThcn 
Issued by a partnership or a corporation, negotiable instruments are 
signed vrith the name of the busines and, in addition, v-ith the name 
of the officer who is authorized to sign the name of the business. 

There are several forms of indorsements, each being used for a 
different purpose. The most important forms are the follo'.'ing: 


iridiam Johnton 


1. Blank. An indorsement in blank is one that merely shows the 
name of the payee or the holder across the back of the instrument 

without any qualifsing or limiting 

words. It has the same effect as mak- 
ing the paper payable to bearer; and 
the instrument may be transferred 
by any subsequent holder ^rithout 
further indorsement. But the in- 
dorsement of each transferor is usxially required so that each can bo 
readily identified as one of the parties responsible for the pa>’mcnt of 
the instrument in case the one who should make pajnncnt does not 
do so. 


2. Full An indorsement in full contains the words "Pay to the 
order of" and the name of the person or the firm to which the in,«tru- 
ment is transferred, in addition to 
the name of the payee or the holder 
who transfers the instrument. The 
person to whom the instrument is 
transferred mast indorse it before an}’ 
succeeding holder can obtain title to 
it. AH papers sent through the mail 
or to be held for some time by the person who receives them should 
be indorsed in full. 

Z. QiiaH^cd. A qualified indorsement is one tbat passes the title 
to the instrument without rendering 
the indorser liable in the event that 
the maker is unable or refuses to 
pay. It is accomplished by writing 
the W'ords “IVithout recourse" above 
the signature of the indorser. 


Pay to the order of 
R. E. Duff 
Without reeourte 
M. L. Rose 


Pay to the order of 
Harold Jackson 
H'lJ/jam Johnson 
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4. ResiricHve. A restrictive indorsement is one that makes the 
indorsee an agenu of the the indorser. For example, a note left at a 

bank for collection may have the 
words “For collection” wnitten above 
the indorsement. This prevents the 
paper from being used as the property 
of the bank. Other restricting phases 
that are used include the words “For 
collection and credit” or “For de- 
posit.” 

A payee or indorsee whose name has been misspelled on a nego- 
tiable instrument must indorse the instriunent tvdce, first vniting 
his name exactly as it is spelled on the paper and then writing an 
indoi’sement containing his correct signature. 

PROMISSORY NOTES A promissorij note or a ??o/e is an unconditional 

pi’omise in uniting, signed by the promisor-, 
to pay a certain sum of money on demand or at a definite time to the 
order of a designated pei-son or- to the beai-ei-. Ther-e ai-e two original 
parties to a note: (1) the maker, who signs the note and makes the 
pr-omise to pay; and (2) the payee, who is to i-eceive the payment and 
in wliose favor the pi-ornise is made. The purpose of the note is to 
pi' 0 \dde un-itteii e^ddence of the maker’s indebtedness to the payee, 
which may be ti-ansfer-r-ed fr-orn one per-son to another- by indor-sement. 

A note may be interest-bearing or non-interest-bearing. It is 
rron-interest-bearing lurless it contains an express statement to the 
effect that interest is to be paid. If a note contains the words “with 
interest” but does not specify the r-ate, it is assumed that interest is 
to be paid at the legal r-ate. An interest-bear-ing promissory note is 
illustrated on page 185; a non-inter-est-bear-irrg, on page 190. 

Maturity of Notes. Pr-ornissor’y notes may be so drawn, as to be 
payable (1) a stated number of daj'^s, months, or years after- the date 
of the note; (2) on a specified date, as “On July 14 I pr-omise to paj* ; 

(3) on demand, as “On demand (or At sight) I pr-omise to pay , or 

(4) on or befor-e a specified date, as “On or before hlarch 28 I pr omise 
to pay.” 

Rights and ResfionsibiUties of the Parties to a Note.^ By signing a 
promissory note, the maker ackrrowledges the existence and the 
amount of the debt for which the note is issued, and agr-ees to pay 
the note in accor-dance with its terms. 1 he payee maj- hold t e note 


Pay to the order of 
The Hyde Park State Bank 
For cotteclion 
M. h. Rose 
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and receive pa5'ment from the maker at maturity, or he may indorse 
it to a third person, uho may again transfer it orhoid it until maturity 
and collect from the maker. If the payee transfers the note, he becomes 
liable as an indorser and is responsible for its pajment if the maker 
fails to pay. 

The holder of a note is not required to present it to the maker 
at maturity in order to hold the maker liable for its payment. The 
maker's obligation is unconditional; it is his duty to seek the holder 
and to tender pajTnent when payment is due. For the convenience 
of both the maker and the holder, most notes are dra^vn paj-able at 
a special place, usually the maker's bank. Either the holder or his 
agent is expected to go to that place to receive pajTnent, but his 
failure to do so does not release the maker from his obligation to 
pay. Howe\ er, if there are any indorsements on the note, the holder 
is required by lau to present the note promptly at maturity and to 
demand pajment if it is his intention to hold the indorsers liable. 

If the maker fails to tender pajTnent or refuses to pay ^\hcn pay- 
ment a due, the note is said to be dishonored and is no longer nego- 
tiable. The holder has the right to bring legal action at once against 
the maker to enforce pajTnent; and the maker will bo required to 
pay the costs of such action as «ell as the amount due on the note, 
including interest from the date of dishonor to the date of pajment. 

Aceoxinting for Promissory Notes. Various uses of promissory notes 
and the methods of accounting for them are discussed and illustrated 
in Chapter XI, pages 185 to 202 of this textbook The registers that 
maj’ be used in recording notes receivable and notes pajiible are 
discussed and illustrated in Chapter XV, pages 262 to 265. 

COMMERCIAL DRAFTS A draft is a written order bj* which one 
party directs another to paj’ a specified sum 
al money to the order ol the first party or to the oirier at a third party. 
A draft is sometimes referred to as a bill of exchange, but this term is 
most frequently applied to drafts used in international transactions 

There are three parties to a draft. The person who makes the 
requt^t or order and whose signature is written at the lower right on 
the face of the instrument is called the dravrer; the person on whom 
the draft is drawn and who is directed to make the pajment is called 
the drawee; and the person in whose fa\'or the draft is drawn and to 
whom the amount is to be paid is called the payee. 

Drafts may be used either as eridence of debt or as substitutes 
for money, lliose used as evidence of debt are known as commercial 



BUSINESS PAPERS 


661 


drafts. A commercial draft may be defined as a ^^^itten order dm^.m 
by one person on his debtor, directing the latter to pay a certain 
sum of money to the drawer or to a third person. The drawee named 
in a commercial draft is always an individual or a firm other than a 
bank. 

The foims of diafts most commonly used as substitutes for money 
aie bank diafts and checks. A hank draft is a \witten order dravm by 
one bank on another and is emdence that the bank drauing the draft 
has money on deposit in the bank on which the draft is dra^vn. A 
check is a mitten order drawn on a bank bj'^ a depositor who is an 
indiwdual or a firm other than a bank. It should be observed that 
in both of these forms the drawee, that is, the party on whom the 
draft is drawn, is a bank. In the case of a bank draft, the drawer 
is a bank also; whereas in the case of a check, the drawer is a party 
other than a bank. 


Kinds of Commercial Drafts. According to the time of pajmient 
commercial drafts may be classified as follows: 

1. Sight drafts. A sight draft is a draft that is payable at sight: that is, 
it is payable as soon as it is presented for payment. 

2. Time drafts. A time draft is a draft that is payable a certain number 
of days after sight or after date. 


According, to the number of original parties, commercial drafts 
may be classified as follows: 

1. Three-party drafts. A three-party draft is a draft in which the drawer, 
the drawee, and the payee are different persons. 

2. Two-]mrty drafts. A two-party draft is a draft in which the drawer 
and the payee are the same person. 


Commercial Sight Drafts. Commercial sight drafts are used for two 
piu’poses, namely, to collect accounts that are past due and to collect 
for C.O.D. freight shipments. 


Sight Draft Used for Collecting an Account. Sight drafts are often 
used by creditors as a means of demanding pajonent of past-due 
accounts. The procedure in detail is as follows: 


1. The creditor draws a two-party sight draft on the debtor. The creditor 
indorses it and gives it to his bank for collection. 

2. The creditor’s bank indorses and forwards the draft to a correspondent 
bank in the city where the debtor, or drawee, is located. 

3. The receiving bank presents the draft to the drawee for payment. 

4. If payment is obtained, the draft is marked 

bank and is given to the drawee as a receip • or i .. p> . 
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receiMDg bank is unable to obtain pajnent, it returns the draft to the 
sending bank wath a notation p\*ing the reason for the dni\ ee s failure 
to paj 

5 The recemng banl then remits the amount of the paid draft, 
po'siblj a collection fee b> bank draft to the sending bank or C'cdits 
it to an account earned mth the sending bank 

6 Upon receiving the remittance from the rcceivnng bank, or a notice o' 
the credit the sending bank cred ts the proceeds to the account of the 
draw er 

To illustrate, the draft shown below was drawn b> Kin" <1 Vn iL^on 
uho ULshed to collect $326 30 from C R Ankromm i. Son Since this 
draft ^iis made pajable to the order of ‘ourseUes,” that is, to the 
order of King &, WiLson the> were obliged to indorse it in order to 
make it further negotnbie The draft was then given to King L 
\\ ilson's bank in Topeka to be forwarded to a bank m St Louis The 
St Louis bank recen ed the draft and presented it to C R Ankromm 
^ Son for pavTnent ^Vhen C R Ankromm &. Son paid the draft, the 
bank in St Louis either remitted the proceeds b> bank draft to the 
Topeka bank or credited the amount to the Topeka bank s account 
The Topeka bank then credited the proceeds to the bank account of 
King L Wilson 


























Commercial Sight Draft 


Instead of drawing the draft in favor of them^elve':, King L Wilson 
could have made it pajable to their bank in Topeka It would then 
hav e been a three-partv draft The procedure of collecting the draft 
would have been the same as before except that King L \\ ilson would 
not have been required to indorse the draft before giving it to their 
bank for collection 

The draw ee is not compelled to pay the draft, but his refusal to 
pay maj reflect unfavorably on his credit v*ith the local bank In 
order that his credit standing may not be impaired, the draw ee usuallv 





BUSINESS PAPERS 


663 


pays the draft when it is presented, imless there is some justifiable 
reason for refusmg payment. 

Sight Draft Used to Collect C.O.D. Freight Shipment Express and 
parcel-post shipments may be sent C.O.D.. and the express agent or 
postmaster at the point of destination nill collect the amount due 
before he delivers the merchandise to the purcliaser. Railroad and 
steamship companies, however, allow the seller to make shipment in 
such a manner that a third party, usually a bank, may act as the 
seller’s collection agent at the point of destination and* obtain pay- 
ment from the pimchasei- before the mei-cliandise is delivered to Mm. 
In general, tlie details of the procedm-e for maldng collection on a 
C.O.D. freight shipment are as follows: 

1. The seller ships the goods on an order bill of lading^ in which the 
merchandise is consigned to the order of himself, and he attaches to it 
a sight, draft drawn on the purchaser. 

2. The seller indorses the order bill of lading and the sight draft, and 
sends both papers to his bank for collection. 

3. The seller's bank, in turn, indorses both papers and sends them to a 
bank in the city of the purchaser. 

4. Upon receipt of the draft and the bill of lading, the recei\-ing bank 
notifies the purchaser that these two papers have arrived. 

5. The purchaser pa^•s the draft and is given the bill of lading, properly 
indorsed to him by the recehing bank, v,ith which he can obtain the 
merchandise from the transportation company. The draft is marked 
“Paid” by the receiving bank and is given to the purchaser as a receipt 
for his payment. 

6. The receiving bank then remits the amount collected, less possiblj' 
a collection fee, by bank draft to the sending bank or credits the amount 
to the latter’s account. 

7. The sending bank, in turn, credits the proceeds to the bank account 
of the seller. 

Commercial Time Drafts. A time draft is ons thnt is puynble n 
cei'tain number of days after sight or after date. If tlie person directed 
to pay is vnlling to do so. he indicates this by writing his name across 
the face of the'draft if the draft is payable a certain number of days 
after date, or by miting his name and the date if the draft is parable 
a certain nimiber of days after sight. He may also precede his name 
with the word “Accepted.” The drawee who signs in this, maimei is 
then knovm as the acceptor of the draft, and tlie draft is lefeired to as 
an acceptance. 


»An order bill of lading is illustrated on p-age 67S. 



664 


ACCOUNTING PRINQPLES 



Atctpled Time Dtaft 


If the draft is paj’able a certain number of days after sight, the 
date of maturity is the given number of days after the date on v.hich 
the dra\\ee accepts the draft. If it is paj’able a certain number of 
da 3 's after date, the date of maturiU' is the giVen number of daj-s 
after the date on ^hich the draft is draum. The draft shown on this 
page is paj’able 30 da\-s after date, that is, 30 days after May 12. If 
the draft had been paj-able 30 days after sight, Mr. Rejmolds viould 
have written the date of acceptance as well as his signature, and the 
draft would have been due SO daj-s after that date. 

A time draft is usually drawn for one of the following purposes: 
(1) to obtain a debtor's formal written acknowledgment of his in- 
debtedness and his agreement to pay at a definite time; (2) to obtain 
a negotiable instrument that the drawer can discount at his bank; 
(3) to obtain written e\idence of a sale on credit. A time draft drawn 
at the time of a sale is usually a special form of draft known as a 
trade acceplajice. 

Obligations of the Parties to a Commercio? Draft. The drawee of a 
draft is under no obligation to accept it. If he does accept it, he pa>-s 
a sight draft or he writes hts acceptance across the face of a time draft. 
The acceptance of a time draft makes it the written promise of the 
acceptor to pay the amount stipulated at the specified time. The 
instrument thus becomes to all intents and purposes a promissory note 
and is so treated by the original parties and subsequent holders. 

Trade Acceptance. The trade acceptance is a negotiable instrument 
that is designed to serve as a substitute for the open account. It is 
a special form of time draft that shows on its face that it has arisen 
out of a purchase of goods by the acceptor. It is drawn by the seller 
at the time of the sale and is accepted by the purchaser when be 
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receives the merchandise. It diffem from an ordinary time draft or 
promissory note in the following respects: 


1 It is always given at the time of the sale and is drawn to mature at 
the end of the regular term of credit granted by the seller, whereas a 
time draft or a note may be given at any time and for any period of 
time. 

2 It arises out of a merchandise transaction and cannot be given for a 

* loan of money or an extension of time on an overdue account. 

3, It is self-liquidating in that the resale of the merchandise by the 
acceptor vnll proAdde funds out of which the acceptance may be paid at 
maturity. Notes and time drafts are not, as a rule, self-liquidating 
because they are generally given for a loan of money or an extension 
of the time on an indebtedness that is overdue. 

4 It is taken for discount by banks more readily than an ordinary note 

* or time draft because it is self-liquidating in character and likely to be 
paid at maturity. 

5 It is a more liquid asset than is either an ordinary time draft or a 
‘ promissory note because it is more readily discounted by banks. 

The ttse of the trade acceptance in place of the open accoimt as 
a means of extending credit has the following advantages for the 

seller: 


1 . 


The seller does not have to wait until the debt matures before ptting 
his monev, but can obtain the money immediately by discounting the 
accentance. The seller is relieved of the burden of using his own capital 
;o fiLice the purchases of the buyer. 

2 The trade acceptance is presumptive evidence of the acceptor s in- 
Sbtedness; therefore, the seller may enforce its payment vnthout 
haa-ing to furnish additional evidence of the debt. 

3. Losses on bad debts are reduced because the trade acceptance must 

be paid promptly at maturity. . • -i i 

4 The seller has complete control over the d.scotmt prmlege becanse 
h is he who draws the acceptance and fixes the amoun that is to be 

paid. (Then a but ratlfeTr the 

6 The trade acceptance can be converted into cash with much less 
expens; aL incom-enience than can an open account. 

The use of the trade sSs^^SU.SO worth of 

ma-diandise to G. M. lorK, ur ,i=ino- tbp form 

ance. The Hmm Company draws the 

prescribed for a trade acceptance, as shotra below. G.ll.loikac p 
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the form and returns it to The Huron Compan\ The htter maj keep 
it for si.tt\ da^•s and then present it for pa^•^nent or, if the companj 
desires it discount the acwptance at its local bank. In the latter 
case the bank mil p\ e The Huron Compani credit for the procced> of 
the acceptance at the time it is discounted and at its matunt} mil send 
It to 'some Nashville bank which will collect it from G M lork. 



Accountmj /or Drafts and Acceptances ^Vhen a draft or a trade ac 
ceptance is mailed to a debtor no entry is made in the books of ac 
count because the debtor has not assumed any obligation on the 
instrument until he has accepted it It ma> be conv enient how eve' 
for a business to keep a memorandum record of the drafts and ac 
ceptances issued and the disposition that is made of them Such a 
memorandum record is illustrated below 
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Vletaorandam record of drafts aod acceptances issacd 


"VSTien a debtor accepts a sight draft he doeo so bv making payment 
He therefore records the transaction in his cash pavTnents journal as a 
debit to the creditor WTien a debtor has accepted a time draft or 
acceptance he has a^umed the same liabilit> as when he has signed a 
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notG. Sopai cite accounts may be maintained for drafts and acceptances 
receivable and payable, but it is common to record them with the notes 
receivable and payable. Therefore, when a debtor accepts a time draft 
or trade acceptance he may make an entry similar to the follovdngc 

May 7 Accounts Payable — Parley and Holmes ... . 1,250 

Notes Payable . . 1,250 

Accepted a 30-day trade acceptance, dated 
May 5. 

When a creditor receives payment upon the acceptance of a sight 
draft, he makes an entry in his cash receipts journal, debiting cash and 
crediting the customer. If the draft was collected through a bank, it is 
also necessary to record a collection expense. Wien a creditor receives 
an accepted time draft or trade acceptance, he makes the follomng 
entry. 


May 9 Notes Receivable 1,250 

Accounts Receivable — A. C. Rutledge . . 1,250 


Received 30-day accepted draft, dated 
May 5. 

Accepted time drafts and trade acceptances may be recorded in a 
notes payable register by a debtor and in the notes I’eceivable register 
by the creditor, similar to the registers illustrated in Chapter 15, pages 
262-265. If many drafts or acceptances are used, separate registers 
may be provided for them. 


NEGOTIABLE INSTRU- Checks. A check is a vnitten order 

MENTS USED AS SUB- directing the bank to pay a 

statutes for money ^ 

person. The person making the demand has money deposited in the 
bank with the understanding that the bank vill deliver it on his order. 
Since a check is an order to pay money, there are three original parties; 
(1) the person draving the order, laioum as the draioer; (2) the bank on 
which the order is drami, knovm as the drawee; and (3) the person 
to whom thd draft is payable, known as the ‘paijee. 


Rights and Responsibilities of the Payee. The payee of a check may 
cash it at the bank on which it is dravm, deposit it in his omi bank 
for collection, or ti'ansfer it to another person. Generali}'’ the payee 
deposits it. 

When the payee deposits the check or disposes of it in some othei 
manner, he is required to indorse it. By indoreing the check, the payee 
transfers his title to the instrument, aclaiowledges receipt of cash or 
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other assets for the amount named md becomes liable to subsequent 
holders for the pajmient of the check 

Rights and Responsibilities of the Bank The bank must bear the 
loss if it pai s a check to an> person other than the one named if it 
pajs a check on uhich the depositor s signature has been forged, if it 
pajs a raised check that bears evidence of alteration and if it pajs a 
check on which pajanent has been stopped 

The bank s obligation is to the drawer or depositor, not to the 
pajeo or subsequent holders and the bank ma> refuse at times to 
honor a check in order to protect the depositor or itself against pos- 
sible loss There are numerous circumstances under which pajanent 
of a check is often refused chief of which are the following 

1 /nsK^ictent funds The bank is under no obligation to honor a check 
unless the drawer has on deposit sufficient funds to pay it The bank 
may howc\€r pay thccheck and call upon thedrawerforanimmediate 
deposit 

2 deck dravn tn penal It is legal to draw a check m pencil Many 
banks will not honor a chock drawn in this manner however, because 
of the case with which such a check can be altered and the possibility 
that It ma> have been raised or materially altered after leaving the 
hands of the drawer 

3 Eeidenee of erasure or other atteralion Because of the banks liability 
in connection with the payment of an altered check the bank will not 
honor a check that bears evidence of erasure or other alteration The 
erasure or alteration may have been made by the drawer himself, but 
the bank has no way of knowing this 

4 Postdated check By dating a chock the drawer indicates the date on 
or alter which the bank may honor the check for payment The bank 
will therefore refuse to pay a check that is presented before the date 
that It bears To pay it before the date specified would be contrary 
to the order of the drawer 

6 Date missing Since the bank has authority to pay a check only on 
or after the date that it bears the bank may refuse to honor a check 
on which the date is missing It may have been the drawer s intention 
to postdate the check 

6 Discrepanci/ hetureen the amount in tcords and the amount in figures 
■^hen the amount in words differs from the amount m figures the 
amount in words is considered the correct amount of the check If 
there is a material difference the bank will probably withhold pajment 
until It obtains from the drawer information as to the correct amount 

7 Incorrect signature of the drairer The bank may refuse to honor a 
check on which the signature of the drawer is not the same as the one 
appearing on the drawer s signature card 
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S. IdeniificoWm oj Ihc i7:dor?CT. Since the bank must bear the loss if it 
pajt TO tlie ttrong person, the bank will refuse payment on a check if 
the one ptCi-enting it cannot identify himself as tlie piayee or indorsee 
named on the clieck. In the case of a bearer clteck — one that is not 
payable to an> specitied individual — the person presenting it must 
be one who is personally known at the bank. Otherwise the bank v,ill 
refuse to pay it. 

9. Pai/moti sioppccL The bank will refuse to piay a check on whicli pay- 
ment has been stopjjed. 

Rights arid ResponsibUities of the Draiccr. The principal rights and 
responsibilities of the drawer of a clieck are the following: 

1. The drawer may stop payment on a check at any time before it is 
paid by filing a stop-payment order with the bank on which the check 
was drawn. 

2. The drawer may hold the bank liable for the loss resulting from the 
payment of a check on which his signature was forged. 

S. The drawer must bear the loss on a raised check if the check was 
dr.ami carelessly or in such a manner that it could be altered without 
be.aring exideuce of the alteration. 

Certified Chech A certified check is one the pntnnent of which is 
guaranteed by the bank on which it is drawn. The procedure of 
certification is as follows; The drawer or holder of the check presents 
it at the bank for certification. An officer of the bank examines the 
drawer's account to see that the balance is sufficient to cover the 
check. If tlie drawer's balance is sufficient, the check is stamped 
"Cei-tified" across the face, tliis word being folloxved by the date, 
the name of the bank, and the signatm-e of tlie bank’s cashier, and 
is then returned to the peraon who presented it for certification. The 
amount of the cheek is immediately charged against the draw'er’s 
account, and the bank becomes responsible for meeting the check when 
it is later presented for paxmient. 

The drawer may ask to have his check certified when he has a 
patnuent to make to someone who does not Icnow him and who wrill 
not accept his pemoual check. The holder of a pemonal check, having 
accepted it but feeling uncertain as to its paxnnent. may request 
certification at the drawer’s bank in order to be assured that paxauent 
will be made. 

If for any I'eason the drawer does not make use of a check that he 
has had certified, he must deposit it in order to get credit for it at his 
bank. 

Cashier's Check. A casliier’s check is a check drawn on a bank by 
its cashier, and is used chiefly in the paxanent of the obligations of the 
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bank and of collections made for persons who ha\e no accounts with 
the bank 

Bank Draft A bank draft is a check drawn b^ one bank on another 
bank and is evidence that the bank drawing the draft has mone\ on 
deposit in the bank on w hich the draft is drawn The purpose and use 
of a bank draft ma> be explained bi means of an illustration 



If Hartford i. Sons who hie in Camden Ohio Nvish to pa> $500 
to Arthur Blake in Cincinnati Ohio thej ma\ go to their bank m 
Camden and ask to purchase a draft Their bank in Camden will 
probablv ha\e mone} on deposit in some bank in Cincinnati and inll 
draw a draft on this bank ordenng it to paj Hartford &, Sons $500 
On papng the Camden bank $500 plus a small fee, Hartford L Sons 
will receue the draft which the> will indorse and send to Arthur 
Blake The latter will treat it in the same manner as an> incoming 
check and mil either cash it or deposit it m his bank in Camden 
It should be observed that the draft in the foregoing illustration 
was made paj’able to Hartford L Sons the debtor It was then indorsed 
b> them to the creditor Arthur Blake There are two reasons whj the 
draft should be drawm in this manner and should not be drawn pajTible 
to the creditor (1) If m Blake s office the draft should become separated 
from Hartford Sons’ letter of remittance Blake can identifj the 
sender bj obseivnng the name of the person specified on the draft as 
the paj ee (2) After the draft is indorsed b\ Blake and is paid b> the 
First National Bank, the draft becomes a receipt in fai or of Hartford 
S. Sons Their indorsement shows that the\ transferred the draft to 
Blake, and the latter s indorsement shows that he receded the pa>- 
ment If the draft had been onginallj drawm w^th Blake named as 
the pajee, the paid draft would not have constituted a receipt in 
fav or of Hartford &. Sons because there w ould ha\ e been no evidence on 
the draft that it was thej who purchased it and gave it to Blake 
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Money Orders. A money order is an order for the pajonent of 
money. Monej^' oiders are of two kinds: postal money orders and 
expiess money oideis. A postal monej^ order is a governiiieiit order 
for the pajmient of money, which is issued at one post office on the 
sender’s wi'itten application, and is payable at some specified office 
to the holder upon the latter’s proper identification. An express 
money order is a check that is issued by an express company on the 
application of the person AAUshing to make the remittance, who de- 
posits the amount ^^nth the express company, and is payable at some 
specified office to the holder. 

BILLS OF LADING A^fiien merchandise is shipped by freight, a 

hill of lading is filled out to include the 
follomng information: the name of the carrier recei^dng the ship- 
ment; the place and the date; the name and the address of the shipper 
and of the consignee; the routing of the shipment, that is. the names 
of the caniers that are to handle the shipment; and the number, 
weight, and description of the contents of the packages or cases 
shipped. 

The bill of lading is prepared in ti'iplicate. The fu-st copj', kno^^^l 
as the original, is signed by both the shipper and the carrier’s agent 
and is issued to the shipper as a receipt for the goods delivered to the 
carrier. It is both a receipt and a contract. It states that the earner 
has received the goods described thereon, and it sets forth the terms 
and conditions under which the carrier agi'ees to transport the prop- 
erty. The second copy, called the shipping order, is signed by the 
shipper only and is retained by the cmaier as ertdence of its authority. 
The third copj’’, called the menwrandum, is a duplicate of the first 
and is signed by the shipper and the agent. It is issued to the shipper 
as a duplicate receipt. 

There are two forms of tlie bill of lading, tlie straight bill of lading 
and the order hill of lading. The straight bill of lading is nonnegotiable 
and is used for shipping an order of merchandise that has been paid 
for in advance or that has been sold on account. The shipment is 
consigned to the customer, and the original bill of lading is forwai ded 
to him by mail, men the shipment reaches its destination, the 
freight agent at that point sends the consigiiee a fi eight aiTi^ al notice. 
If the consignee is not personally knouii to the freight agent, he will 
be required to present his copy of the bill of lading in order to obtain 
possession of the goods. He will also be required to pre&ent it in case 
the goods ai-e damaged in tiansit and he files a claim against the 
transportation company. 



672 ACCOUNTING PRINQPLES 

The order bill of lading is negotiable by indorsement, and the 
shipment for which it is issued is consigned to the order of the shipper 
or his agent. Possession of the goods at the point of destination can 
be obtained only upon presentation of the original bill of bding 
properly indorsed to the person who presents it. This form is used 
for maldng C O.D. freight shipments. It is also used when the goods 
represented by the bill of lading are to be sold for the shipper by his 
agent or broker at the point of destination and the shipper does not 
know who the purchaser will be. 

The illustration below shows an order bill of lading. The Selby 
JIail-Order House shipped to Daj-ton, Ohio, two cases of electrical 
supplies and consigned the shipment to their own order. They 
indorsed the original copy of the bill of lading and mailed it, together 
\vith an invoice and a draft for the amount of the invoice, to a bank 
in Dayton. Upon the payment of the sight draft by the customer, 
Mr. Worth, the invoice and the bill of lading were given to him. He 
then presented the bill of lading to the railroad freight ofTice and 
obtained possession of the merchandise 








